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SUMMARY OF PROPOSED GUARANTEE AND PROGRAM

UKRAINE

ECONOMIC GROWTH AND FISCALLY SUSTAINABLE SERVICES

POLICY BASED GUARANTEE

Borrower

Ukraine

Implementing Agency

Ministry of Finance (MoF)

Financing Data

IBRD Policy Based Guarantee
Amount: Guarantee of US$ 750 million equivalent
Terms: Maturity of 10 years

Operation Type

Policy Based Guarantee, not programmatic, single tranche

Pillars of Operation and
Program Development
Objective(s)

The proposed program development objectives are to:
(i) Strengthen factor markets and institutions, and
(i) Promote fiscally sustainable and effective services

Results Indicators

e Number of State-Owned Bank supervisory boards with at least two-thirds
of independent board members increases from 1 in 2016 to 4 in 2019.

e Amount of registered state land increases from 1 million hectares in 2016
to 4 million hectares in 2019.

e Number of cases under review by the High Anti-Corruption Court
increases from 0 in 2016 to 25 in 2019.

e Average old age pension replacement rate increases from 27 percent in
2016 to 30 percent in 2019 and pension expenditures remain stable at
under 11 percent of GDP in 2016 and 2019.

e Share of HUS going to bottom 40 percent of the population increases
from 46 percent in 2016 to 50 percent in 2019.

e Energy Efficiency Fund (EEF) becomes operational and initiates the
provision of resources for building retrofits in 2019.

e Share of health spending on primary health care increases from 12
percent in 2016 to 15 percent by 2019.

e Share of adult men receiving CVD drugs reimbursed by the government
increases from 0 percent in 2016 to 4 percent in 2019.

Overall risk rating

High

Climate and disaster risks

Are there short / long term climate and disaster risks relevant to the operation
(as identified as part of the SORT environmental and social risk rating)? No

If yes, (ii) summarize briefly these risks in the risk section and what
resilience measures may help address them?

Operation ID

P164414
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IBRD PROGRAM DOCUMENT FOR A PROPOSED
ECONOMIC GROWTH AND FISCALLY SUSTAINABLE SERVICES
POLICY BASED GUARANTEE
TO UKRAINE

I. INTRODUCTION AND COUNTRY CONTEXT

I. The proposed Policy Based Guarantee (PBG) supports Ukraine’s efforts to address critical
structural bottlenecks and governance weaknesses in a challenging economic environment. Ukraine
undertook far-reaching reforms in the face of unprecedented shocks in 2014-2015, which helped stabilize
the economy and the financial sector, reduce large macroeconomic imbalances, and cushion the impact of
the shocks on the population.' As a result, after a cumulative 16 percent contraction in 2014-2015, the
economy grew by 2.3 percent in 2016 and 2.5 percent in 2017, and the fiscal deficit was reduced from 10
percent of GDP in 2014 to 2.3 percent of GDP in 2015-2017. At the same time, the recovery of growth has
been weak, macroeconomic vulnerabilities are considerable (with public debt at 71.9 percent in 2017 and
major fiscal financing needs in 2019-2020), and poverty remains significantly elevated compared to pre-
crisis levels (estimated at 24.5 percent in 2016, up from 14.1 percent in 2014). Deep structural bottlenecks
and governance challenges have contributed to the weak growth recovery, unsustainable fiscal spending, and
ineffective social services. In addition, Ukraine faces headwinds from the ongoing conflict in the Donbas
region, Presidential and Parliamentary elections scheduled in 2019, and considerable challenges in advancing
reforms in a complex political environment.’

2. The proposed operation supports reforms to tackle the structural underpinnings of Ukraine’s
weak growth recovery and ongoing fiscal vulnerabilities under two key pillars: (i) strengthening factor
markets and institutions; and (ii) promoting fiscally sustainable and effective services. First, weaknesses
in factor markets and high levels of corruption impede investor confidence and productivity along multiple
dimensions: (i) a large and politically exposed state-owned banking (SOB) sector and high share of non-
performing loans constrain efficient financial intermediation and credit growth to the private sector; (ii) a
longstanding moratorium on the sale of agricultural land undermines incentives to invest and tap Ukraine’s
tremendous potential in agriculture; and (iii) while asset declarations and investigations conducted by
Ukraine’s new anticorruption institutions have increased transparency, an independent anticorruption court
to credibly adjudicate cases is needed to improve corruption perceptions and accountability. Second, social
benefits and services in Ukraine, including pensions, energy subsidies, and health care are fiscally costly and
ineffective. This increases macroeconomic vulnerabilities. It also adds to the reliance of household incomes
on unsustainable social benefits, while impeding job creation and the shift toward a greater reliance on wage
income.’ The PBG-supported reforms were selected based on their criticality for achieving the development
objectives under each pillar; government priority to complete the reforms; and the World Bank’s comparative
advantage in contributing to the design and implementation of the reforms.

3. With corruption and vested interests deeply entrenched in Ukraine, the proposed operation
pursues a two-pronged strategy of strengthening cross-cutting anticorruption institutions and

! These reforms were supported by the World Bank (through two series of DPLs amounting to $2.25 billion) in
coordination with the IMF and other development partners.

2 Ukraine has experienced acute political and security challenges during the last four years. Following the Euromaidan
uprising in November 2013, developments in Crimea in March 2014 led to the UN General Assembly resolution 68/262
affirming the territorial integrity of Ukraine. A military conflict with armed groups in the Donbas region of eastern
Ukraine broke out in April 2014 and remains unresolved, with over 10,000 killed and over 2.7 million displaced.

3 See Ukraine Systematic Country Diagnostic, Toward Sustainable Recovery and Shared Prosperity, 2017.
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advancing reforms to disempower vested interests in key sectors. Beyond the specific prior action on
strengthening anticorruption institutions, the prior actions on land, the financial sector, energy subsidies, and
health care also address major sources of corruption and weak governance in these sectors. Ukraine has
struggled with corruption and state capture since its independence. Nontransparent privatization of state
assets in the early years of transition, state-regulated commodity prices, underpriced leases of agricultural
land, and budget subsidies helped strengthen the hand of oligarchs who dominate large parts of the economy,
extract rents, and influence public institutions, including through direct representation in political parties and
the Parliament. This has been a major impediment to development progress in critical areas. Public
dissatisfaction with the pace and depth of the anticorruption measures, and concerns about the influence of
vested interests on the Parliament and Government, remain strong.

4. Coordinated support from development partners has been critical in advancing the ambitious
reforms supported by this operation. Since powerful vested interests stand in the way of reforms, building
a coalition among Ukrainian civil society, reformers within government, and international development
partners around key reforms has been critical to their progress. Financing and technical support from the
World Bank, as envisioned by the FY17-21 CPF, in close coordination with the IMF, EU, US Treasury and
USAID, and other bilateral partners is central to this effort. Support for reforms through the proposed PBG
has been closely coordinated with the IMF’s $17.5 billion EFF program approved in March 2015, as well as
the new $3.9 billion IMF SBA program expected to be approved in December 2018. The pension and
anticorruption reforms supported by the proposed PBG have also been supported by the IMF program. The
reforms supported by the PBG have also been coordinated with the new Euro 1 billion EU Macro-Financial
Assistance (MFA) for Ukraine.

5. The proposed PBG enables Ukraine to diversify its financing sources, mobilize private capital,
and meet major financing needs in a challenging environment. Ukraine requires the equivalent of about
$11 billion in 2019 (8 percent of GDP) for debt repayments and to finance the budget. The plan is to raise
about $4.2 billion from external sources, and the remainder from domestic borrowing in local and foreign
currency. The authorities are planning to raise about $1 billion from the PBG and Euro 1 billion from the
European Union Macro-Financial Assistance (MFA). A $2 billion Eurobond was issued in October 2018,
with additional Eurobonds planned in 2019. To avoid interfering with Ukraine’s efforts to place Eurobonds
and to diversify sources of financing, the PBG would pursue a private market transaction of Ukraine’s IBRD-
guaranteed borrowing. Market soundings indicate that Ukraine does not have unguaranteed access to such a
private market transaction. However, initial expressions of interest from banks and subsequent discussions
indicate that a $750 million equivalent IBRD guarantee should allow Ukraine to mobilize about $1 billion
equivalent, with maturity of 10 years. The discussions also indicate that the instrument would need to be
structured with some amortization of the unguaranteed portion within the first 5 years.

6. The PBG not only enables Ukraine to raise capital from a private market transaction, but also
helps de-risk Ukraine in attracting additional necessary financing from Eurobonds. Ukraine’s access
to international capital markets remains constrained due to deteriorating market conditions, as well as
macroeconomic vulnerabilities. While Ukraine issued a $2 billion Eurobond in October 2018 (with a mix of
5-year and 10-year maturity) and a 15-year, $3 billion Eurobond in September 2017, the yield on both has
been one of the highest among emerging markets. The recent turbulence in the emerging markets has led to
an increase in yields for Ukraine’s Eurobonds, with the 10-year issue rising to 9.75 percent. Implementing
the reforms supported by the proposed PBG and the IMF program would help bolster investor confidence,
reduce Ukraine-specific risk, and help Ukraine attract additional financing at more attractive terms. Without
this, all the necessary financing would need to be raised from shorter maturity and more expensive domestic
and Eurobond markets, including increasing borrowing from state-owned banks and drawing down reserves.



7.  The proposed operation is subject to high risk. Political risks arise from elections scheduled in
2019, which could lead to lack of progress or backtracking on reforms. Security risks come from the potential
for intensified conflict in eastern Ukraine, which could lead to a deterioration in economic prospects.
Macroeconomic risks come from high level of public debt, major financing needs, and the sensitivity of
investor confidence to political and security risks. These risks are mitigated by the strong voice of Ukrainian
civil society in advocating for continued reforms and by Ukraine’s strong cooperation with the international
community.

II. MACROECONOMIC POLICY FRAMEWORK

8. Unprecedented shocks combined with a backlog of structural bottlenecks resulted in a deep
economic crisis in 2014-2015, and a sharp increase in poverty. The economy was hit by double shocks
from the conflict in eastern Ukraine and a weak external environment, including lower global commodity
prices. Real GDP contracted by 6.6 percent in 2014 and 10 percent in 2015. The currency depreciated by
about 70 percent in 2014-2015, while the fiscal deficit, including Naftogaz, reached over 10 percent of GDP
in 2014, with public and publicly guaranteed (PPG) debt rising sharply to 79.1 percent of GDP in 2015. The
banking sector experienced deposit outflows, rising levels of nonperforming loans, and large numbers of
bank failures, further reducing confidence in the economy. Poverty increased significantly in 2015 with the
contraction of disposable incomes: real wages declined, underemployment increased, and Ukraine’s
unsustainable social benefits had to be frozen in nominal terms. Households were also impacted by higher
energy prices in 2015, although the scaling up of the housing and utilities subsidy (HUS) program partly
mitigated the impact. Moderate poverty (World Bank’s national methodology for Ukraine) increased from
15.2 percent in 2014 to 26.9 percent in 2015, while poverty (under $5.5/day in 2011 PPP) increased from 3.6
percent in 2014 to 7.8 percent in 2015.

9. The authorities undertook decisive reforms in 2014-2015 to stabilize the economy, reduce large
imbalances, and cushion the impact of the shocks on the population. Key reforms implemented with the
support of World Bank DPLs and the IMF program included: (i) moving to a flexible exchange rate; (ii)
undertaking significant fiscal consolidation; (iii) reforming energy tariffs to reduce a key quasi-fiscal deficit
and strengthening the social safety net to cushion the impact on the poor; (iv) stabilizing the banking sector
by putting in place a framework to resolve and recapitalize weak banks and strengthen supervision; (v) steps
to streamline the business environment; (vi) steps to make public procurement more transparent, strengthen
external audit, and improve public investment management; and (vii) establishing key anti-corruption
institutions and asset disclosures for public officials.

2.1 Recent Economic Developments

10. Economic growth has resumed at 2.3 percent in 2016, 2.5 percent in 2017, and 3.5 percent in the
first half of 2018, but investor confidence and growth continue to be weighed down by the unfinished
reform agenda. The reforms helped to stabilize confidence after two years of sharp economic contraction.
While the resumption of growth is a positive development, the recovery remains weak following the
cumulative 16 percent contraction in 2014-15 (Figure 1). Investor confidence has been held back by concerns
about delays in implementing key reforms and in completing reviews of the IMF program, given
macroeconomic vulnerabilities. Growth has been driven in large part by the services sector, with wholesale
and retail trade growing by 5 percent in 2017 and 4.5 percent in the first half of 2018 (due to higher wages
and consumption). In 2017, growth suffered from a contraction in mining and electricity generation by about
6 percent due to the trade blockade in the Donbas region, and from a contraction in agriculture by 2.5 percent
after the bumper harvest in 2016. In the first half of 2018, however, the acceleration of growth benefited
from an early agriculture harvest (with agriculture growing by 11 percent) and a resumption of growth in the
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mining sector by 1.4 percent. The manufacturing, construction, and transport sectors grew strongly in 2017,
but slowed in the first half of 2018, pointing toward weaknesses in investor confidence. On the demand side,
consumption grew strongly by 6.7 percent in 2017 and 4.8 percent in the first half of 2018 due to higher
pensions, wages (both in the public sector, as well as in the private sector due to strengthening economic
activity and labor migration), and remittances. Fixed investment rebounded strongly by 18.3 percent in 2017
(and 20 percent in 2016) but slowed to 15.4 percent growth in the first half of 2018. Foreign direct investment
(FDI) was weak at 2.1 percent of GDP in 2017, compared to 5 percent on average before the crisis. Exports
grew by 4.8 percent in 2017 mostly due to improving commodity prices, while imports continued to grow
by 8.7 percent due in large part to capital and intermediate goods, but also due to gradually recovering
disposable incomes.

Figure 1: GDP Growth, Figure 2: Poverty
Fiscal and Current Account Balance
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Source: Ukrainian authorities and World Bank Staff estimates

11. Inflation has been reduced since the 2014-2015 crisis, but the recent easing of fiscal policy has
led to re-emerging inflationary pressures, an increase in the key policy rate, and higher credit costs.
The monetary policy commitment of the National Bank of Ukraine (NBU) to medium-term price stability
helped reduce inflation from a peak of 61 percent in April 2015 to 13.7 percent by end-2017. However,
higher public-sector wages and pensions in 2017 led to an increase in inflation from 12.4 percent at end-
2016 to 16.4 percent by September 2017. Given the NBU inflation target of 8+/-2 percent, the key policy
rate has been raised periodically from 12.5 percent in May 2017 to 18 percent in September 2018, which has
helped contain inflation at 9 percent in September 2018. However, this has also increased the cost of funds
for local currency borrowing for both the government and the private sector. In the medium term the NBU
remains committed to continue strengthening its monetary policy instruments, maintaining a flexible
exchange rate regime, liberalizing capital and foreign exchange markets and further increasing transparency
of'its policies.

12. Poverty remains significantly above pre-crisis levels and faster economic growth is critical to
raise household incomes going forward. The moderate poverty rate is estimated to have declined slightly
to 24.5 percent in 2017 due to wage and pension growth and modest economic recovery (Figure 2). The
poverty rate under $5.5/day followed a similar trend down slightly to 5.7 percent in 2017. The average real
wage was down 30 percent in January 2016 compared to pre-crisis levels but increased 19 percent in 2017
due in part to the sharp increase in public sector salaries and the minimum wage in 2017. The unemployment
rate remained high at 9.5 percent in 2017 and underemployment remains significant.



13. The fiscal deficit has narrowed significantly since the 2014 crisis, but fiscal pressures and public
debt remain high, with spending growing significantly in 2017, and revenues showing weakness in
2018. The overall fiscal deficit, including Naftogaz, narrowed from 10 percent of GDP in 2014 to 2.3 percent
in 2016 (Table 1). This was achieved in large part through higher energy tariffs to reduce the Naftogaz deficit,
and tight controls on spending, including a nominal freeze in pensions, social benefits, and wages. At the
same time, fiscal pressures remained significant in 2016-2018 due to several key structural sources, including
a cut in the payroll tax rate, weakly targeted social assistance, large public-sector employment including the
civil service, health, and education workers, and weak tax administration. In 2016, the social security
contribution rate was cut from 40 to 22 percent, resulting in a decline in payroll tax revenues to 5.5 percent
of GDP (from 9.6 percent in 2015), significantly smaller than pension spending of 10.7 percent of GDP. In
2017, expenditures grew by 11.7 percent in real terms due to the doubling of the minimum wage and over
40 percent increase in wages of teachers and doctors, as well as higher spending on social programs.
However, the fiscal deficit was within target at 2.3 percent of GDP in 2017 due to strong revenues, including
the payroll tax (up 20 percent in real terms, due to the hike in wages), VAT (up 17 percent, due to higher
proceeds from imports) and personal income tax (up 16 percent). In 2018, education and health sector wages
were increased further. Given limited progress in right-sizing staffing, the public-sector wage bill is projected
to reach 11.3 percent of GDP in 2018, up from 9.3 percent in 2016. In addition, general government revenues
were 5 percent below the target in the first half of 2018, mainly due to weaker proceeds from excise tax,
import VAT, payroll tax, and postponed Naftogaz dividend payments. Public and publicly guaranteed debt
has declined from a peak of 80.9 percent of GDP in 2016 but remained high at 71.9 percent in 2017. The
cost for recapitalization of PrivatBank was 4.5 percent of GDP in 2016 and 1.6 percent in 2017.

Table 1: Key Economic Indicators
2012 2013 2014 2015 2016 2017 2018p  2019p  2020p  2021p

Nominal GDP, UAH billion 1,405 1,465 1,587 1,989 2,385 2,983 3,440 3,891 4,396 4,892
GDP per capita, US$ 4,080 4,216 3,119 2,122 2,176 2,645 2,975 3,220 3,548 3,831
Unemployment Rate (ILO defn), percent 7.5 7.2 9.3 9.1 9.3 9.2 9.0 8.4 7.8 7.1
Real GDP, percent change 0.2 0.0 -6.6 -9.8 2.3 2.5 3.5 2.9 3.4 3.8
Consumption, percent change 7.4 52 -6.2 -15.9 1.4 6.7 4.3 3.7 34 2.9
Investment, percent change 0.9 -8.4 -24.0 -9.2 20.1 18.2 13.7 8.4 10.4 9.6
Exports, percent change -1.7 -8.1 -14.2 -13.2 -1.6 3.5 0.0 0.5 2.7 4.5
Imports, percent change 1.9 -3.5 -22.1 -17.9 8.4 12.2 5.8 4.4 5.5 5.0
Monetary and External
GDP deflator, percent change 8.1 3.1 14.8 38.4 17.1 22.0 11.8 10.2 9.6 7.5
CPI (eop), percent change -0.2 0.5 24.9 43.3 12.4 13.7 10.0 7.0 6.0 5.0
Credit to private sector, percent change 22 9.5 -15.6 -19.4 -3.7 2.1 11.5 11.5 12.0 12.5
Current Account Balance, percent GDP -7.9 -8.7 -3.4 1.8 -1.4 2.2 -2.9 -3.3 -3.4 -3.3
Foreign Direct Investment, percent GDP 3.9 2.1 0.2 33 3.5 2.3 2.0 2.2 2.3 2.5
Gross Reserves, billion US$, eop 24.5 20.4 7.5 13.3 15.5 18.8 17.1 18.3 22.5 23.7
In months of next year’s imports 2.9 3.5 1.8 3.1 3.4 3.3 2.8 2.9 3.3 3.2
External Debt, percent GDP 76.6 78.6 97.6 131.5 122.6 103.0 91.5 86.7 82.7 79.8
Fiscal
Revenues, percent GDP 44.5 43.6 40.3 42.1 38.6 39.3 40.4 40.0 39.3 39.2
Expenditures, percent GDP 48.9 48.4 44.8 43.3 40.6 41.5 43.0 42.4 41.6 41.4
Fiscal Balance, percent GDP -4.4 -4.8 -4.5 -1.2 2.2 2.2 -2.5 -2.3 2.3 -2.3
Fiscal Bal. incl Naftogaz, percent GDP -5.5 -6.7 -10.1 2.2 2.3 2.2 -2.5 2.3 2.3 2.3
PPG debt (eop), percent GDP 36.7 39.9 69.4 79.1 80.9 71.9 65.4 63.6 60.1 55.9

Source: Ukrainian authorities and World Bank Staff estimates
Note: Projections for 2018-2021 are based on a reform scenario (discussed in the outlook section)

14. The current account deficit has narrowed significantly since the 2014-2015 crisis, with
international reserves at about 3 months of imports in 2018. In 2014-15, devaluation of the Hryvnia led
to a compression of imports, with the current account deficit narrowing from 8.7 percent of GDP in 2013 to
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a surplus of 1.8 percent in 2015. As economic activity and imports of intermediate and capital goods picked
up in 2016-2017, the current account deficit widened to 2.2 percent of GDP in 2017. Merchandise exports
grew 18 percent to $39.7 billion in 2017, mostly due to improving commodity prices, while merchandise
imports grew by 22 percent to $49.3 billion driven by investment and intermediate goods, although both
exports and imports remain considerably below their pre-crisis levels. In 2018, higher oil prices fueled import
growth, while exports suffered from logistical difficulties in the Azov sea since July. The wider trade deficit
was covered by 36 percent growth in remittances due to increased labor migration to neighboring EU
countries which eased employment rules for Ukrainians. This is expected to help contain the current account
deficit at 2.9 percent of GDP in 2018. International reserves strengthened from $13.3 billion at end-2015 to
$18.8 billion (equal to 3.3 months of imports) at end-2017 but have declined to $17.2 billion in August 2018.
The composition of external current account financing is tilted toward public sector borrowing, with foreign
direct investment (FDI) amounting to $2.2 billion in 2017, compared to $6.9 billion in 2012. The exchange
rate has remained relatively stable in 2017-2018.

15. The banking sector has been stabilized and supervision has been strengthened, but state-owned
banks now account for half of assets and credit to the private sector remains anemic due to high
nonperforming loans. The banking system has been under great stress since 2014 due to the sharp economic
downturn and deep-rooted history of related party lending. The authorities have put in place a framework to
resolve and recapitalize banks and strengthen supervision, which resulted in 94 out of 182 banks being
resolved since 2014 and largest and systemic bank, Privatbank, being nationalized at end-2016 due to the
failure of its former owners to deliver on agreed recapitalization plans. This has significantly changed the
financial landscape, with the share of state-owned banks (SOBs) rising to 54.2 percent in October 2018 from
just 18 percent in 2013. The banking sector is expected to return to profit in 2018 after posting a cumulative
loss of UAH 305.4 billion in 2014-17 due to the provisioning of non-performing or related loans. All large
and mid-size banks have now undergone an asset quality review and related party diagnostic, and most large
banks have returned to minimum capital adequacy requirements and completed related party unwinding
plans. However, the share of nonperforming loans exceeds 50 percent. This is a serious impediment to the
resumption of credit growth to the private sector, which contracted by 3.7 percent in 2016 (after a sharp
cumulative contraction of 36 percent in 2014 and 2015) and remained essentially flat in 2017.

2.2 Macroeconomic Outlook and Debt Sustainability

16. Ukraine faces major financing needs in 2019 and 2020, which will require mobilizing sizable
international financing to maintain macroeconomic stability. The fiscal framework targets a general
government deficit of 2.3 percent of GDP in 2019. Furthermore, debt repayments (to the IMF, Eurobonds,
and domestic bonds in foreign exchange and local currency) amount to a total of 5.6 percent of GDP in 2019.
Financing the fiscal deficit and repaying debt will thus require new borrowing equivalent to $11 billion in
2019 (8 percent of GDP), including about $4.2 billion planned from external sources, with the rest raised
domestically. In order to raise the necessary external financing on affordable terms, it is critical to secure
approval of the new IMF Stand-By Arrangement by end-2018.

17. Meeting the fiscal deficit targets for 2019-2021 will require reforms to strengthen public finances,
including the reforms supported by this proposed PBG. Not exceeding the fiscal deficit target of 2.3
percent of GDP in 2019-2021 is critical to manage macroeconomic vulnerabilities and reduce public debt to
under 60 percent of GDP by 2021 (Table 2). To this end, the approval and implementation of a budget for
2019 that is credible, affordable, and in line with the deficit target is essential. Careful implementation of the
pension, health, and housing utility subsidy reforms supported by the PBG, as well as the education and
public administration reforms, would contribute to addressing the spending pressures in these areas, while
also improving the effectiveness of these public services and social benefits. The pension reform helps
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stabilize pension spending at up to 10.5 percent of GDP. Improved targeting of housing utility subsidies
(HUS) helps consolidate a program that has grown to cover a sizable portion of the population. This
contributes to a consolidation of social assistance spending from 5.1 percent of GDP in 2018 to 3.4 percent
in 2021. The health, education, and public administration reforms are expected to consolidate the oversized
hospital and school network and public-sector footprint over time. In implementing these reforms, it will be
particularly important to make further wage increases contingent on concrete measures to optimize the school
and hospital network and public-sector staffing. This would contribute to keeping the public-sector wage bill
at current levels. In addition, it will be important to avoid measures that would undermine revenues, including
proposals to replace the corporate income tax with a capital exit tax (which would result in the loss of a major
revenue source in a challenging fiscal environment). The IMF SBA program also requires approval of an
acceptable 2019 budget.

Table 2: Fiscal Framework
2012 2013 2014 2015 2016 2017  2018p  2019p  2020p  2021p

Revenues 44.5 43.6 40.3 42.1 38.6 39.3 40.4 40.0 39.3 39.2
Tax revenues 38.9 37.9 354 35.5 33.1 34.2 35.8 35.6 35.5 35.5
Personal Income tax 4.8 5.0 4.8 5.1 5.8 6.2 6.7 6.9 7.1 7.2
Corporate profit tax 4.0 3.8 2.5 2.0 2.5 2.5 3.0 2.6 2.6 2.6
Payroll tax 13.0 13.3 11.6 9.6 5.5 6.2 6.9 6.8 7.0 7.1
VAT 9.8 8.8 8.8 9.0 9.9 10.5 11.1 10.7 10.5 10.5
Excise tax 2.7 2.5 2.8 3.6 4.3 4.1 3.8 3.8 3.7 3.7
Non-tax revenues 5.6 5.7 4.9 6.6 5.5 4.2 4.7 4.5 3.8 3.8
Expenditures 48.9 48.4 44.8 43.3 40.6 41.5 43.0 42.4 41.6 41.4
Current expenditures 45.7 46.2 43.7 40.7 37.5 38.1 38.9 38.4 37.6 37.4
Wages and compensation 11.2 11.5 10.2 9.4 9.3 10.6 11.2 11.1 11.4 11.3
Goods and services 7.4 7.1 7.4 7.4 6.7 6.7 6.6 6.9 6.8 6.8
Interest payments 1.9 2.5 33 4.2 4.1 3.7 3.9 3.8 3.5 3.5
Social benefits 22.1 23.1 20.5 18.4 16.3 15.5 16.4 15.2 14.8 14.7
Pensions 16.6 17.2 15.4 13.4 10.7 9.8 10.4 10.3 10.3 10.4
Social programs 39 3.9 3.7 3.8 4.6 4.9 5.1 4.0 3.5 34
Capital expenditures 2.9 2.0 1.3 2.4 3.1 3.3 3.8 3.8 4.0 4.0
Gen. Govt Balance -4.4 -4.8 -4.5 -1.2 2.2 2.2 -2.5 -2.3 -2.3 2.2
Gen. Govt Bal. incl. Nftgz -5.5 -6.7 -10.1 -2.1 -2.3 -2.3 -2.5 -2.3 -2.3 -2.2
Bank Recap & DGF 0.0 0.1 1.7 2.3 5.7 3.0 0.0 0.4 0.3 0.0
External debt amortization 2.1 2.6 2.9 1.3 0.4 0.8 2.0 2.5 2.9 2.2

Source: Ukrainian authorities and World Bank Staff estimates
Note: Projections for 2018-2021 are based on the reform scenario (discussed in this section)

18. Sustained reform momentum, including implementation of the reforms supported by the PBG
and the IMF program would send an important signal to investors and help support growth in 2019-
2021 in a challenging economic environment. Ukraine faces challenges from the 2019 elections, a difficult
financing environment for emerging markets coupled with major financing needs, and the projected softening
of commodity prices. In this context, implementing the reforms supported by this operation and the IMF
program would help meet financing needs, address macroeconomic vulnerabilities, and send an important
signal to strengthen investor confidence. Under this reform scenario, which forms the baseline in our
outlook, growth is projected at 2.9 percent in 2019 and 3.4 percent in 2020 after election related uncertainties
abate. Growth would be supported by the services and manufacturing sectors, with agriculture and mining
remaining relatively flat as commodity prices soften slightly. Consumption growth is projected to remain
robust at 3.3 percent in the medium term due to higher wages and remittances, while investment growth is
projected to pick up after elections. Supporting growth at these levels in 2019-2020 will require sustained
reform momentum, including implementing the recently approved reforms (High Anticorruption Court,
State-Owned Banks, and resolution of NPLs) and also moving forward with unfinished reforms (such as the
opening of agricultural land markets). By contrast, if reforms do not progress and IMF reviews are not
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completed, overall growth could fall below 2 percent as investor confidence deteriorates, macroeconomic
vulnerabilities intensify, and financing difficulties force a compression in domestic demand.

Table 3: Balance of Payments Financing Requirements and Sources (USS$ billions)

2017 2018 2019 2020 2021
Financing requirements (US$ Bn) 57.6 55.8 45.4 49.2 52.3
Current account deficit 2.4 3.6 4.5 5.0 5.3
Public redemptions 33 4.2 4.0 5.0 4.7
LT private debt amortization (incl. portfolio) 24.0 21.8 11.9 14.1 14.0
ST private debt and trade credit 27.9 26.2 25.0 25.1 28.3
Financing Sources (US$ Bn) 57.6 55.8 45.4 49.2 52.3
FDI 2.2 2.5 3.0 3.5 4.0
Public borrowing 6.8 3.9 7.3 6.1 5.8
LT private debt disbursement (incl. portfolio) 25.1 22.7 11.2 15.5 15.7
ST private debt disbursements 26.2 25.0 25.1 28.3 28.0
Drawdown in reserves -2.7 1.7 -1.2 -4.2 -1.2

Source: Ukrainian authorities and World Bank Staff estimates
Note: Projections for 2018-2021 are based on the reform scenario

19. Higher exports and FDI as well as maintaining cooperation with the IMF and other official
creditors underpin external sustainability. The current account deficit is projected to widen to 3.4
percent of GDP in 2020 as softer commodity prices impact traditional exports, while imports continue to
grow (Table 3). Furthermore, public debt redemptions on Eurobonds and other debt are projected to pick
up to $5.0 billion in 2020. In this context, financing the current account and external debt amortization
will require both continued cooperation with the IMF and other official creditors, as well as a recovery of
FDI to $4.0 billion by 2021. Implementing the reforms supported by this operation and addressing further
unfinished reforms going forward are expected to help support growth of FDI and secure financing from
official creditors. Progress on the structural reform agenda is also expected to help boost nontraditional
and higher-value added exports (such as food processing, light manufacturing, IT services) in the medium
term. This would enable a further buildup of international reserves to over 3 months of imports in 2021.
Continued strong remittances at about 8 percent of GDP in 2019-2021 are also an important anchor of
external sustainability. Ukraine’s new SBA program, once approved, is expected to run through end-2019,
but continued cooperation with the IMF and other IFIs beyond that date will be important to safeguard
external sustainability.

Figure 3: Public and Publicly Guaranteed Debt Figure 4: External Debt
(percent of GDP) (percent of GDP)
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20. The Debt Sustainability Analysis (DSA) shows that while public and external debt are projected
to decline in the baseline scenario, both are highly vulnerable to shocks. The baseline DSA projections
are consistent with the overall macroeconomic framework, including: gradual acceleration of economic
growth; successful implementation of the fiscal program to meet deficit targets; a stable exchange rate; and
continued official financing inflows along with a recovery of FDI and portfolio investment.

e Public Sector DSA: In the baseline scenario with reforms, public and publicly guaranteed (PPG) debt
is projected to decline to around 56 percent of GDP by 2021 due to the acceleration of growth and a
stable fiscal deficit. Risks to the base case are high. Exchange rate risks are particularly critical given
the large share of FX denominated debt (about 67 percent of total PPG). A real exchange rate shock®
could push the PPG debt level to 118 percent of GDP in 2019 (Figure 3), while a combined macro-
fiscal shock® would increase PPG debt to 115 percent of GDP.

e External DSA: In the baseline scenario with reforms, total external debt is projected to decline from
a peak of 139 percent of GDP in 2015 to 80 percent in 2021. As with public debt, the external debt
trajectory is subject to high risks. The external debt adjustment path is also particularly sensitive to
exchange rate shocks. A 30 percent real depreciation shock in 2019 would drive debt to about 145
percent of GDP. Lower GDP growth (by half a historical standard deviation or 2.5 percentage points)
and a non-interest current account shock (one percentage point above the baseline) would keep the
external debt to GDP ratio above 90 percent in the next two years (Figure 4).

21. Ukraine’s overall macroeconomic policy framework is adequate for this operation. The key
pillars underpinning the adequacy of the macroeconomic framework include a credible commitment by the
authorities to implementing the reforms supported by this operation and the IMF program, as well as to
pursue additional unfinished reforms in 2019-2020. This would help to: (i) support growth of 2.9 percent in
2019 and 3.4 percent in 2020 by bolstering investor confidence; (ii) meet the fiscal deficit target of 2.3
percent of GDP in 2019-2021 to gradually reduce public debt; (iii) raise exports and attract FDI to support
external sustainability; and (iv) support credit growth to the private sector by strengthening the governance
of state owned banks and reducing nonperforming loans. The adequacy of the macroeconomic framework
is supported by this proposed operation, as well as the expected 14-month, $3.9 billion IMF Standby
Arrangement (SBA) for Ukraine. The authorities reached staff level agreement on the new IMF SBA on
October 19, with approval of the program expected in December 2018, once the prior actions on the 2019
budget are met. This will replace the $17.5b IMF EFF program for Ukraine approved in March 2015 (with
$8.7 billion disbursed to date).

22.  Ukraine’s macroeconomic framework is subject to considerable risks. One of the greatest risks is
the lack of progress or even backtracking on reforms in a complex political environment, particularly given
Presidential and Parliamentary elections scheduled for 2019. In addition, there are risks of an escalation of
the conflict in eastern Ukraine and a deterioration in the global economic environment. If any of these risks
materialize, economic growth could slow considerably, which would undermine political and social stability
since disposable incomes and living standards are already lower than pre-crisis levels. Further, Ukraine faces
large public debt repayments over the next three years and significant medium-term expenditures pressures.
If reforms to address fiscal vulnerabilities do not progress, Ukraine will need to rely on ad-hoc revenue
measures and expenditure cuts, more expensive and shorter maturity borrowing from domestic and Eurobond

4 Maximum historical movement of the exchange rate and pass-through to inflation with elasticity of 0.3.
5 Shock size and duration based on all macro-fiscal shocks (constant primary balance shock, real GDP growth shock, interest rate
shock and real exchange rate shock).
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markets, including from state owned banks, and drawing down reserves, which would undermine
macroeconomic stability and development outcomes. This would also lead to lower investor confidence and
growth, higher inflation, and pressures on the exchange rate and international reserves. If reforms to bolster
the financial sector do not progress, confidence in banks could deteriorate, which would also undermine both
growth prospects and macroeconomic stability. Finally, if Ukraine is unable to attract more FDI and unlock
planned external financing from the IMF and other official creditors, it would face difficulty in meeting
external payments, which would necessitate further import and demand compression. These risks are
mitigated in large part by a coalition among Ukrainian civil society, reformers in government, and
development partners actively advocating for the most critical reforms. The World Bank and the IMF work
closely to monitor macroeconomic developments and to support the design and implementation of key
reforms.

2.3 IMF Relations

23. This proposed PBG is closely coordinated with the IMF, including in supporting the design and
implementation of key reforms, and in monitoring the macroeconomic and fiscal program. The IMF
Board of Executive Directors approved a four-year, US$17.5b EFF for Ukraine on March 11, 2015 under
the IMF’s exceptional access policy. The First Review was completed on July 2015, the Second Review was
approved in September 2016, and the Third Review was approved in April 2017, with $8.7 billion in total
disbursed to date. The authorities reached staff level agreement on a new IMF SBA in October 2018, with
approval of the program expected in December 2018, once the prior actions on the 2019 budget are met. The
close coordination between the PBG and the IMF program has been instrumental in advancing reforms in a
challenging environment. The pension and anticorruption reforms in the PBG have also been supported by
the IMF program.

I11. THE GOVERNMENT’S PROGRAM

24. A new Government took office in April 2016 and issued a program and action plan covering a
broad reform agenda that is in line with the development objectives of the proposed PBG. Anupdated
Medium-Term Action Plan for 2017-2020 was approved by the Cabinet of Ministers in April 2017 and sets
a goal of “increasing standards of living and quality of life via sustainable economic development”. The
Action Plan sets out five strategic priorities:

e Economic growth: by increasing exports and investments, implementing tax and customs reforms,
deregulation, land reform, privatization, reforming the energy sector and maintaining macroeconomic
stability by continuing fiscal consolidation;

¢ Good governance: by reforming public administration, decentralization, and public finances;
e Human capital development: by reforming education and healthcare systems, and social support;

¢ Supremacy of law and combating corruption: by improving anticorruption institutions, ensuring equal
access to justice, and providing efficient protection of ownership rights; and

e Security and defense: by protecting sovereignty and territorial integrity and public security.

The Government’s Medium-Term Action Plan for 2017-2020 underpins its ambitious agenda across multiple
areas. It also represents the basis for medium-term budget planning, the Government’s annual detailed
actions plans, strategic plans of ministries and other government agencies.
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25. The proposed PBG builds on renewed momentum to advance ambitious reforms in the window
of opportunity before elections scheduled in 2019. Since the summer of 2016, renewed reform momentum
has emerged with the adjustment of heating tariffs in July 2016, publication of asset declarations in October
2016, and the nationalization of PrivatBank in December 2016. Since summer 2017, with the support of the
PBG, considerable progress has been made in designing and implementing a new phase of ambitious reforms,
including in areas where reform was previously considered unlikely, such as pensions, health care, the
anticorruption court, and land markets. The pension reform law was enacted in October 2017, the health
reform law was enacted in November 2017, the High Anti-Corruption Court (HACC) law was enacted in
June 2018, and the state-owned banking law was approved in July 2018. It will be important to carefully
implement these historic reforms. Extensive discussions on design principles of land reform led to the
preparation of a draft land turnover law in fall 2017, and significant measures have been taken to improve
the transparency of land records and address other pre-requisites for opening agricultural land markets, but
a decision to move forward with the turnover law.

Iv. THE PROPOSED OPERATION

3.1 Prior Actions, Results, and Analytical Underpinnings

26. The proposed operation supports reforms that address critical structural underpinnings of
Ukraine’s weak growth recovery and continued macro-fiscal vulnerabilities. The program development
objective is to: (i) strengthen factor markets and institutions; and (ii) promote fiscally sustainable and
effective services. The reforms under the first pillar address major structural impediments to investment and
growth in Ukraine, including in state-owned banks, non-performing loans, agricultural land transactions, and
anticorruption. The reforms under the second pillar address major expenditure pressures from pensions,
housing utility subsidies, and health, while improving the effectiveness of these critical public services and
social benefits. Overall, the reform program not only addresses key structural bottlenecks but also sends an
important signal to investors about Ukraine’s ability to sustain the reform momentum and address
macroeconomic vulnerabilities in a complicated political environment ahead of the 2019 elections.®

Pillar 1: Strengthen Factor Markets and Institutions

27. The reforms in the financial sector, agricultural land markets, and anticorruption contribute to
tackling major bottlenecks to investment and growth. Strengthening the governance of state-owned banks
and putting in place measures to enable resolution of non-performing loans (NPLs) would enable a gradual
resumption of lending to the private sector. Strengthening the transparency and security of land rights creates
the conditions to establish agricultural land markets and improves incentives to invest and improve
productivity. Deeper anticorruption reforms address investor concerns about the lack of a level playing field
and should help in attracting foreign investment. These reforms are also expected, over time, to help Ukraine
shift from a reliance on commodity exports (crops and metals) toward higher value-added exports integrated
with European and international production chains.

¢ The reforms supported by the PBG were completed between October 2017 and November 2018. Discussions on the
design of the reforms started earlier in 2017. Given the complexity and ambition of the reforms, implementation for
some of the reforms is expected to continue into 2019. As such, it was agreed that the baseline date for the results
indicators would be 2016 and the target date would be 2019.

11



Strengthening corporate governance of state-owned banks and resolution framework for NPLs

28. A large state-owned banking sector and high share of non-performing loans constrain efficient
financial intermediation and credit growth to the private sector. The banking system has been under
considerable stress since 2014 due to the sharp economic downturn and a history of widespread related party
lending. The authorities responded with major reforms in the financial sector supported by World Bank
Development Policy Loans (DPLs) in 2014-2015 which put in place a framework to resolve and recapitalize
banks and strengthen supervision. As a result, a total of 94 out of 182 banks have been resolved since 2014.
Notably, PrivatBank, the largest systemic bank in Ukraine with a large related party portfolio, was
nationalized in December 2016, following the failure of the former owners to implement the agreed
recapitalization and restructuring plans. While these reforms have helped strengthen financial sector stability,
a large share of state-owned banks and a high share of non-performing loans continue to undermine the
efficiency of financial intermediation and credit growth to the private sector. Specifically, since state-owned
banks (SOBs) are now 54.2 percent of the banking sector and overall non-performing loans (NPLs) are more
than 50 percent, reforms to strengthen corporate governance of SOBs and put in place effective NPL workout
mechanisms are critical to increase credit growth to the private sector in an efficient and sustainable manner.

29. Independent governance of SOBs and a strategy to reduce the role of the state in the banking
sector are essential to improve the efficiency of credit allocation in the banking sector. SOBs in Ukraine
have historically operated under the influence of significant political and vested interests that resulted in low
credit quality and high contingent fiscal liabilities. PrivatBank currently has a supervisory board with 4
independent members out of a total of 7 board members. Ukrgazbank was recently provided with two third
independent supervisory board. However, Ukraine has two other SOBs—Oschadbank and, Ukreximbank—
which remain without independent supervisory boards and are susceptible to significant political influence.
Together, the four SOBs account for 54.2 percent of banking sector assets, while the NPL ratio of SOBs is
about 70 percent, much higher than in private banks. With the support of the World Bank, IMF, and EBRD,
the authorities worked on amendments to Article 7 of the Banking Law to strengthen corporate governance
and risk management by introducing two third independent supervisory boards at banks that are wholly state-
owned. The State-Owned Bank Law (containing the necessary amendments to Article 7 of the banking law)
faced stiff opposition from vested interests, was approved by Rada in July 2018 and enacted on November
2018. It is envisioned that under professional and independent supervisory boards, each SOB will adopt its
own strategy and business plan to establish a roadmap for privatization. To guide this process, the Cabinet
of Ministers of Ukraine endorsed a revised strategy for SOBs in February 2018 to set time-bound targets and
guidance on key reform objectives. Under the strategy, the share of state ownership of banks would decline
from the current 54.2 percent to below 24 percent by 2022 by attracting strategic international investment.
The strategy also targets reducing lending to state-owned enterprises and ensuring that the share of
government bonds in SOBs assets will not exceed 25 percent. A special independent committee will also be
created to make key decisions on centralized resolution of big corporate NPLs.

30. Strengthening the resolution framework for NPLs is critical to restore credit growth to the
private sector. An assessment of the NPL resolution framework by the World Bank identified significant
shortcomings on multiple fronts, including the regulatory and judicial system, insolvency, debt enforcement
and foreclosure, and taxation. The assessment identified a number of initial measures that are priorities and
where realistic opportunities for improvement exist in the short term. The authorities have taken action on
some of these measures. Specifically, the authorities have relaxed the 25 percent ceiling for provisioning
expenses and issued of unified interpretations for tax legislation clarifying NPL related issues, which could
trigger NPL resolution via restructuring, partial forgiveness, foreclosure, write offs and sale of NPLs to third
parties. In addition, the Law on increasing creditors’ rights (approved by Rada in July 2018 and enacted in
November 2018) is expected to substantially strengthen the debt enforcement and foreclosure process.
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Beyond these measures, the corporate insolvency framework also needs to be improved significantly going
forward, as the insolvency framework and the inefficient judicial system remain major impediments to NPL
resolution in Ukraine.

Prior Action 1: Enacted Law No. 2491-VIII “On Improving the Functioning of the Financial Sector” dated
July 5, 2018 to establish independent supervisory boards and strengthen risk management at State Owned
Banks (SOBs), and adopted a strategy for the development of SOBs which establishes a roadmap for gradual
divestiture.

Prior Action 2: Enacted Law No. 2245-VIII “On Amendments to the Tax Code” dated December 7, 2017 to
remove the 25 percent ceiling for provisioning expenses and issued orders on the tax treatment of
transactions involving nonperforming loans; and enacted Law No. 2478-VIII “On Resumption of Lending”
dated July 3, 2018 to increase creditors’ rights.

Expected Result: Number of SOB supervisory boards with at least two-thirds of independent board members
increases from 1 in 2016 to 4 in 2019.

Creating the conditions to establish a transparent market for agricultural land transactions

31. The moratorium on agricultural land sales and weaknesses in the transparency of land rights
contribute to low investment and productivity in the agriculture sector. Ukraine has the largest
endowment of agricultural land in Europe—42.7 million hectares, including 33 million hectares of arable
land, compared to 18 million hectares of arable land in France, 12 million hectares in Germany, and 11
million hectares in Poland. However, agricultural productivity in Ukraine is much lower than in other
European countries: $413 per hectare in 2014, compared to $1,142 in Poland, $1,507 in Germany, and $2,444
in France. The problem is that the moratorium on agricultural land sales (in place since 2001) undermines
incentives to invest, improve productivity, and manage land in a sustainable manner, such as through
irrigation investments, perennials, crop rotation, and shifts into higher value-added products. The moratorium
also undermines access to credit for small and medium producers because land cannot be used as collateral.
As a result, Ukraine not only has lower yields in crops but also focuses on lower-value added primary
products. In addition to the moratorium, weaknesses in the transparency and security of land rights are
another major impediment to attracting investment in agriculture. Significant errors in the land cadaster and
registry have led to insecurity of land rights and high transaction costs and would also undermine the use of
land as collateral when the moratorium is lifted. Second, the lack of price registration for rental contracts and
the limited number of transactions outside of the moratorium means that a transparent record of land values
and leases is unavailable. Third, the low registration of state agricultural land has been a major source of
nontransparent practices. Together, these factors lead to a mutually reinforcing cycle of low investment and
productivity, informality, and lost budget revenues in a sector with great potential to drive investment and
growth in Ukraine.

32.  Major steps have been taken over the past year to strengthen the transparency of land rights
and transactions, in preparation for lifting the moratorium going forward. These steps are critical pre-
requisites for the establishment of a transparent, efficient, and stable agriculture land market once the
moratorium is lifted. The most important steps taken include: (i) the land governance monitoring resolution
# 639, adopted by the Cabinet of Ministers in August 2017, which requires the authorities to collect, store,
and publish the data and indicators, at the rayon, regional, and national level, on land transactions, tax,
disputes, privatization and expropriation, by categories of landowners and land users; (ii) integrating the
cadaster and registry data and correcting errors in the cadaster not requiring court rulings; (iii) a cabinet
resolution to commit to the registration of all state land by 2020 in line with a specified methodology; (iv)
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establishing an Anti-Raider Commission to investigate cases of fraud in the land registration process; (v)
upgrading the system of providing free legal support for land registration, land lease, disputes, inheritance,
and sales; and (vi) preparing a system for automatic registration and publication of rental contracts and prices
(expected to be completed by end-2018); and (vii) piloting an electronic auction platform for land
transactions (although the full rollout will require an amendment to the land code that could be part of the
turnover law). In addition, the authorities have developed a Partial Credit Guarantee (PCG) scheme, with
World Bank support, to provide access to finance for small farmers. This is critical to ensure that small
farmers have the financial capacity to participate in the land market so that the lifting of the moratorium is
not associated with a concentration of land ownership. It is envisioned that the PCG instrument could be
initially capitalized from the state budget and allow commercial banks to provide loans to small farmers at
an interest rate to be determined by banks.

33. As part of the effort to lift the moratorium and establish an agricultural land market, the
authorities have drafted a land turnover law, and a communication effort in underway to better
inform the population. A working group on land reform under the guidance of the Prime Minister and
with support from the World Bank has drafted the land turnover law which would lift the moratorium and
establish a transparent market for agricultural land sales, with adequate safeguards, and the ability to use land
as collateral. The safeguards include a restriction on foreign ownership; a limit on land accumulation of 200
hectares for individuals and 1000 hectares for family farms and legal entities with a 3-year history of
operation; and a minimum price based on the normative land value. The prospects of moving forward with
the law have been complicated by the 2019 elections, and public perception on lifting the moratorium has
been undermined by misinformation from those who benefit from low land rents. The authorities have made
clear that a decision to move forward with the turnover law will require a shift in public perception. A
communications campaign since April 2018 has stimulated discussion at the grassroots level about the need
for land reform. This has led to a significant increase in publications in traditional and social media,
accompanied by several regional events. Furthermore, in August 2018, the European Court on Human Rights
ruled that the moratorium violates the constitutional property rights of landowners in Ukraine.

Prior Action 3: Strengthened the transparency of agriculture land records by: (i) integrating the cadaster
and the registry data; (ii) approving Cabinet Decision No. 31 dated August 22, 2018 to commit to the
registration of all state agricultural land by December 2020; and (iii) establishing a land governance
monitoring system including rental and sales prices.

Expected Result: Amount of registered state land increases from 1 million hectares in 2016 to 4 million
hectares in 2019.

Strengthening anticorruption institutions

34. A major missing part in Ukraine’s new anticorruption architecture is an independent
anticorruption court to provide impartial decisions on corruption cases. Ukraine adopted a new set of
anti-corruption laws in 2014-15 with the support of the World Bank and other development partners. Most
notably, these laws established the National Anti-Corruption Bureau (NABU, with investigative functions),
the Special Anticorruption Prosecutor Office (SAPO, responsible for anticorruption prosecutions), and the
National Agency for Corruption Prevention (NACP, responsible for asset declarations of persons with public
functions, and conflict of interest provisions). As of May 31, 2018, NABU investigated a total of 611 cases
and sent 140 cases to court. However, given major weaknesses in Ukraine’s judicial system, an independent
anticorruption court is critical to provide an impartial decision on the cases. In more than a third of the cases
prepared by NABU, trials have not yet started; and in one of the highest profile cases involving the arrest of
the former head of the state fiscal service in March 2017, it took three days to find a judge to hear the case.
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This has led to widespread frustration among citizens and undermined trust in the government’s commitment
to combating grand corruption. The creation of an independent anticorruption court, with both first instance
and appellate chambers, has been promoted by civil society, anticorruption NGOs, and Ukraine’s
international partners including the IMF, the EU, the World Bank, and the G7.

35. The law to create an independent High Anti-Corruption Court was approved by Rada and
enacted by the President in June 2018. The President submitted the draft law to Parliament on December
21, 2017, following recommendations from the Venice Commission of the Council of Europe in October
2017 on previous draft laws. In October 2017, the Venice Commission strongly recommended that Ukraine
requires an independent anticorruption court—it noted that while judicial reforms are underway, it will take
time for courts to improve to a level that could provide independent hearings for corruption cases. Following
the approval of the draft law in the first reading on March 1, 2018, extensive discussions led to amendments
to bring the draft law into line with the recommendations of the Venice Commission. The Law provides for
the creation of a specialized court with both first instance and appellate chambers that will hear those
corruption cases that fall within NABU’s jurisdiction over high government officials. Importantly, to ensure
that the HACC is staffed with independent and credible judges, the HACC Law establishes a panel of
international experts who will play a crucial role in the selection of HACC judges along with Ukraine’s High
Qualification Commission, as recommended by the Venice Commission. The international panel is given
the authority to veto candidates that it believes lack the qualifications, experience or ethics to be independent
judges. The Venice Commission recognized that this was an exceptional solution but felt that it was
necessary given the need to establish the credibility of the HACC from its inception.

Prior Action 4: Enacted Law No. 2447-VIII “On the High Anti-Corruption Court”, dated June 7, 2018 to
establish a specialized High Anti-Corruption Court comprised of independent judges selected in line with
the recommendations of the Venice Commission.

Expected Result: Number of cases under review by the High Anti-Corruption Court increases from 0 in 2016
to 25 in 2019.

Pillar 2: Promote fiscally sustainable and effective services

36. The reforms under this pillar help to strengthen the effectiveness of critical public services and
social benefits in Ukraine, while addressing major expenditure pressures from these areas. Ukraine has
historically spent a large share of GDP on the public sector, but the effectiveness of public services and social
benefits has been low. Public expenditures were 47 percent of GDP on average during 2010-2015 in Ukraine,
compared to 35 percent on average in the Europe and Central Asia (ECA) region. Despite high spending, the
social outcomes and the quality of services have been weak. Spending on social benefits (pensions and social
assistance) has ranked among the highest in the region (peaking at 23 percent of GDP in 2013 and remaining
high at 16.3 percent in 2016). However, pension benefits have been low, and a high share of social assistance
has gone to relatively higher income households. Public dissatisfaction with health services has been high
and life expectancy is considerably lower than the EU average. Ukraine has made progress in reducing the
size of public spending, with general government expenditures declining from 48.5 percent of GDP in 2013
to 41.5 percent in 2017. However, a large part of this consolidation was achieved through a freeze in wages
and pensions in nominal terms, together with high inflation. The reforms under this pillar introduce the
structural changes necessary to strengthen the effectiveness of pensions, housing utility subsidies, and health
care in Ukraine in a fiscally sustainable manner.
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Enhancing adequacy and sustainability of old age pension benefits

37. The pension system in Ukraine has for an extended period constituted a major fiscal burden,
provided inadequate benefits for elderly population, and encouraged informality. Pension expenditures
were 10.7 percent of GDP in 2016 (excluding financing by the central budget of some public programs
operated by the PFU), with a pension fund deficit of about 5 percent of GDP after the cut in payroll tax rate
from 40 to 22 percent in 2016. Despite high pension expenditures, the average old age pension was only
about $2 a day in 2016, and the pension system encouraged informality and undermined incentives to
contribute. The key problem has been a weak link between contributions and benefits, along with a host of
categorical and early retirement provisions. Without reform, the pension system would have experienced
either a large increase in cost or a significant fall in the replacement rate for old age benefits. The reform
supported by this operation is intended to stabilize pension expenditures as a share of GDP, while at the same
time helping to achieve a slight increase in the replacement rate.

38. The pension reform law was approved and enacted in October 2017. Since 2017, the World Bank
worked closely with the government, in coordination with the IMF, to help design the pension reform law.
The pension reform law adopted in October 2017 was designed to: (i) improve old-age benefits; (ii)
strengthen incentives to contribute; and (iii) maintain pension expenditures stable at about 10.5 percent of
GDP. The approved reform provides incentives to develop a longer history of contributions and retire later
in exchange for better benefits. It also introduces clear rules of indexation and raised benefits for existing
pensioners that had been frozen and eroded considerably in real terms since the economic crisis. The final
approved law addressed many of the concerns that the World Bank and the IMF had raised on earlier
versions. However, it contained two last minute provisions that would provide a flat guarantee and transitory
social assistance to those over age over age 60 without adequate years of service under the new rules. This
potential shortcoming was addressed through Cabinet resolutions adopted in January 2018 to establish a
mechanism for means-testing the flat guarantee and transitory social assistance to those without adequate
years of service. According to the Pension Fund of Ukraine, the number of transitory social assistance awards
remained quite small in the first months of 2018. Second, the law also called for another draft law to introduce
a funded pension scheme by January 2019, even though it will take much longer to develop the necessary
conditions for its introduction in Ukraine. The Bank has engaged the authorities in a dialogue on prerequisites
and design principles for introduction of a funded pillar system. It is important that additional initiatives in
pension reform do not compromise the core objectives of the reform. In particular, introducing a funded
pension pillar by January 2019 could undermine contributions to the existing pay-as-you-go (PAYG) pension
system, create contingent fiscal liabilities, and face challenges regarding the readiness of the regulator and
availability of financial instruments.

Prior Action 5: Enacted Law No. 2148-VIII “On Increase of Pensions” dated October 3, 2017 to improve
fiscal sustainability, adequacy of old age benefits, and incentives to contribute by providing incentives to
retire later in exchange for higher benefits and preserving the value of benefits over time through systematic
indexation.

Expected Result: Average old age pension replacement rate increases from 27 percent in 2016 to 30 percent
in 2019 and pension expenditures remain stable at about 10.5 percent of GDP in 2016 to 2019.

Improve targeting and fiscal sustainability of the housing and utilities subsidy (HUS) program

39. The Housing Utility Subsidy (HUS) program played a major role in cushioning the impact of
the sharp energy tariff increases in 2014-15, but the program has become large, costly, and poorly
targeted. In 2014-15, Ukraine significantly reduced fiscal costs and rents in the energy sector by raising
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tariffs three-fold to the cost recovery level, while protecting the poor by putting in place the Housing and
Utilities Subsidy (HUS) program. Today, however, the program has become too large and fiscally
burdensome, covering about 40 percent of all households in Ukraine and costing an estimated 2.6 percent of
GDP in 2017. Furthermore, a significant share of the HUS goes to households in the higher quintiles of the
income distribution, indicating that targeting can improve significantly. In 2016, only 46 percent of the HUS
subsidy went to households in the bottom 40 percent of the population. The reform to the HUS supported
by this operation is intended to improve targeting and fiscal sustainability of the program, and help improve
the overall sustainability of the social assistance system.

40. The authorities have adopted a number of HUS targeting measures as part of a transition from
short-term emergency support toward a sustainable medium-term energy social assistance. At the
request of the Prime Minister, the World Bank has supported Ukraine’s efforts to improve the targeting of
HUS. The Cabinet resolution # 329 approved on April 27, 2018 introduced a number of major measures to
improve HUS targeting, following up on measures introduced in 2017. The key measures adopted during
2017 and 2018 include a reduction in the HUS allowance, stricter income assessment procedures, additional
eligibility criteria including asset tests, and a minimum out-of-pocket payment. These measures will reduce
eligibility, coverage and generosity of payments with significant fiscal savings. However, the savings could
be partially eroded due to further tariff increases, potentially raising the need for additional targeting
measures. A complementary and critical measure was adopted to strengthen the use of resources in the energy
sector through monetization of energy subsidies at the level of utility companies (Cabinet Resolution #951,
adopted November 8, 2017). The new system replaced the cumbersome payment offsets between the
different actors in the gas and heating sector. Going forward, the authorities plan to gradually introduce
consumer-level monetization of the HUS program to improve transparency and control of payments and
provide further incentives for energy efficiency without compromising financial discipline in the utility
sector.

Prior Action 6: Improved the Housing Utility Subsidy (HUS) program by: (i) revising social norms and
parameters of the formula and introducing additional means-testing mechanisms, and (ii) monetizing the
HUS settlement at the level of gas and heating utilities, as evidenced by Cabinet Resolution No. 329 dated
April 27, 2018 and Cabinet Resolution No. 951 dated November 8, 2017.

Expected Results: Share of HUS going to bottom 40 percent of the population increases from 46 percent in
2016 to 50 percent in 2019.

Establishing the Energy Efficiency Fund

41. Ukraine is among the most intensive users of energy in the world, with the highly inefficient
residential housing stock one of the greatest contributors to this inefficiency. Inefficient heating of
residential buildings causes losses of about 50 percent of primary energy supplied. Of the 19 billion cubic
meters of gas used for heating in Ukraine in 2016, about half could be saved through energy efficiency
improvements in buildings. The overall investment needs necessary to realize this potential are estimated at
$60 billion and cannot be mobilized without participation from the private sector. Ukraine’s total multi-
family building stock (estimated at 80,000 high-rise buildings or 200,000 buildings including also smaller 5-
story residential buildings) were privatized in the 1990s, with responsibility for maintenance and renovation
shifted to homeowners and homeowners’ associations (HOAs). However, a host of legal and regulatory
barriers and market failures have impeded much needed investment in energy efficiency retrofits and
modernization of residential buildings.
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42. The authorities have moved forward to establish an Energy Efficiency Fund (EEF) to support
the support energy efficiency improvements in the residential building stock. The approval of the “Law
on the Energy Efficiency Fund” in July 2017, followed by the approval of the EEF charter and procedures
for using budget funds in the operation of the EEF in December has created an instrument to address the
bottlenecks in residential energy efficiency investments. The EEF is envisioned to facilitate the provision of
state and donor-funded grants and bank loans to HOAs to finance the implementation of energy efficiency
improvements in their buildings. The European Union (EU), Germany, IFC, and the World Bank have been
supporting the government’s EEF initiative. The EU and Germany have committed to contribute up to EUR
80 million and EUR 10 million respectively to create a grant facility, which will provide grants to HOAs (via
financial institutions) to co-finance the implementation of energy efficiency measures in multi-family
buildings to complement the funding provided by the Ukrainian government. The World Bank and the IFC
are providing technical assistance in supporting the establishment of the EEF. This follows the recent
successful completion of the World Bank’s Energy Efficiency project which provided financing for energy
efficiency investments. Going forward, it will be important to expeditiously put in place the EEF’s
supervisory board and management team, develop operational policies and procedures, and receive necessary
funds from the government for the charter capital and operational activities.

Prior Action 7: Adopted the charter of the Energy Efficiency Fund (EEF), including procedures for using
budget funds for the operation of the EEF, as evidenced by Cabinet Resolution # 1099 dated December 20,
2017.

Expected Result: EEF becomes operational and initiates the provision of resources for building retrofits in
2019.

Transforming the financing of health care

43. Ukraine spends a significant amount on health, but it is skewed toward a large hospital network,
financing inputs rather than services, which distorts incentives and results in poor health outcomes.
Total public and private health spending—7.6 percent of GDP—has been above the global average for
Ukraine’s income level. However, life expectancy at birth has been 10 years lower than the EU average,
mainly due to excess mortality caused by non-communicable diseases, particularly among the male and rural
population. Health financing has been skewed toward a large hospital network and is based on inputs rather
than outputs. Inpatient institutions have absorbed more than 60 percent of the total health budget in recent
years, while only about 10 percent has been allocated to specialized outpatient facilities, 9 percent to primary
health care, and less than 2 percent to disease prevention. Ukraine has about 40 percent more hospital beds
per capita than the EU average. This network consumes most of the available funding while often providing
only very basic services. Such a system also undermines the adequacy of health treatment, leading to
unnecessary increase in hospitalization rates and length of stay in inpatient facilities to justify the oversized
hospital network. The average length of stay in Ukraine was 11.7 days in 2013, while the average for the
European region was 8.6 days. Out of pocket payments account for half of health expenditures, which
imposes financial risks on the vulnerable population and constrains access to care. The lack of adequate
primary care is a major vulnerability for specific gender-disaggregated needs, including cardiovascular
disease for men and maternal and neonatal care for women. Only 10 percent of Ukrainian citizens positively
assessed the quality of health care according to a 2015 survey. The system also contributes to corruption in
the sector. Public procurement in the health sector has been a major source of inefficiency and corruption.

44. A historic transformation of the health system in Ukraine was launched through the package of
two health reform laws approved by parliament in October 2017, and implementation will be an
important challenge going forward. The Law on Financial Guarantees for Health Care provides the
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framework to transform the health system by: (i) creating a national purchasing agency for procurement of
health services; (ii)) modernizing primary health care by strengthening capacities of primary care personnel,
improving infrastructure, and introducing eHealth and telemedicine solutions; (iii) defining a health benefit
package; (iv) implementing capitation payments for primary care and diagnosis-related group (DRG)
payments for hospital services; (v) addressing non-communicable diseases; and (vi) improving access to
pharmaceuticals. The authorities recognize that implementing the newly approved health reform laws will
be a major challenge given capacity constraints. In particular, it will be important to proactively coordinate
the financing of the primary care roll out with the consolidation of the hospital network through an
implementation plan. Also, the approved version of the law included a provision to target 5 percent of GDP
health expenditure and 250 percent of average wage for health care workers in calculating tariffs for hospital
care beginning in 2019-2020, which could compromise affordable implementation of the reform. The World
Bank team will continue to work closely with the authorities to monitor fiscal costs and provide
recommendations in the course of implementation.

Prior Action 8: Enacted Law No. 2168-VIII “On Public Financial Guarantees of Health Care for the
Population” dated October 19, 2017 to transform the financing of health care by: (i) shifting from in-patient
curative to preventive health care and from input-based to output-based financing, and (ii) putting in place
a new transparent health benefit package.

Expected Results: Share of health spending on primary care increases from 12 percent in 2016 to 15 percent
in 2019. Share of adult men receiving CVD drugs reimbursed by the government increases from 0 percent
in 2016 to 4 percent in 2019.

45. The prior actions supported by the PBG are based on thorough analytical and advisory work.
The key pieces of analytical work and technical assistance, carried out by the World Bank Group, and other
development partners such as the IMF, EU, and OECD, are summarized in Table 4 below.

Table 4. PBG Prior Actions and Analytical Underpinnings
Prior actions Analytical Underpinnings

Pillar 1: Strengthen Factor Markets and Institutions
Prior action 1: State-Owned Banks WB Financial Sector Technical Assistance (2017-2018)

Prior action 2: Non-Performing Loans WB, “Assessment of NPL resolution framework in Ukraine”
(2017); World Bank Financial Sector Technical Assistance
(2017-2018)

Prior action 3: Land markets WB ASA, “Supporting transparent land governance in
Ukraine” (2017); Kyiv School of Economics, “Restrictions on,
farmland sales markets: a survey of international experience
and lessons for Ukraine” (2016); WB, “Special Focus Note on|
Reforming land markets for agricultural growth” (2017)

Prior action 4: Anti-Corruption Court Council of Europe, Venice Commission, “Ukraine — Opinion
on Draft Law on Anti-Corruption Courts” (2017); OECD,
“Anti-Corruption Reforms in Ukraine” (2017); WB Technical
Assistance on Anticorruption (2017-2018).

Pillar 2: Promote Fiscally Sustainable and Effective Services
Prior action 5: Pensions WB “Public Finance Review” (2017), WB “Public Finance
Review 2 (2018); WB Technical Assistance on Pensions (2017-
2018)
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Prior action 6: Housing Utility Subsidies | WB “Public Finance Review” (2017), WB “Public Finance
Review 2 (2018); WB Technical Assistance on Energy Sector
(2017-2018).

Prior action 7: Energy-Efficiency Fund WB/IFC Technical Assistance on “Establishment of Energy
Efficiency Fund” (2017-2018).

Prior action 8: Health WB “Public Finance Review” (2017), WB “Public Finance
Review 2” (2018); WB Health Project (ongoing).

3.2 Link to CPF, Other Bank Operations, and the WBG Strategy

46. The proposed PBG is closely aligned with the objectives of the Ukraine Country Partnership
Framework (CPF) for FY17-21. The objective of the CPF (Report # 114516-UA discussed at the Board
on June 20, 2017) is to promote sustained and inclusive economic recovery through a program focusing on
four areas including: (i) better governance, anticorruption, and citizen engagement; (ii) making markets
work; (iii) fiscal and financial sustainability; and (iv) efficient, effective, and inclusive service delivery. The
proposed PBG is a central component of the CPF’s strategy to prioritize support for critical reforms. The
CPF recognizes that the achievement of results will depend on reforms that face opposition from vested
interests and thus require deep engagement by the Government and other stakeholders. The reforms
supported by the PBG are closely tied to the priorities identified in the 2017 Ukraine Systematic Country
Diagnostic on “Toward Sustainable Recovery and Shared Prosperity”. The SCD provides the analytical
underpinnings for many of the reform areas supported by the PBG. The reform areas supported by the PBG
are also closely aligned with World Bank investment projects in social assistance and health, and with World
Bank technical assistance in the financial sector, land markets, anticorruption, and pensions.

3.3 Consultations, Collaboration with Development Partners

47. The authorities have carried out extensive consultations with stakeholders on the reforms
supported by this proposed operation. The reforms supported by this operation are consistent with the
Government’s program issued in May 2016 and the medium-term action plan for 2017-2020 approved by
the Cabinet of Ministers in April 2017, which were discussed with civil society, development partners, and
the public through various channels. More specific consultations have been held on the different reform
areas. On land reform, this has included a working group with representatives from the private sector and
development partners. It has also included a government communications campaign supported by USAID
and the World Bank. On pension and health reform, the authorities have undertaken significant consultations
and public outreach with the public, development partners, parliament, and civil society. On the High Anti-
Corruption Court, extensive discussions and debate including government, members of parliament, and civil
society representatives have taken place in the media. On the State-Owned Bank Law, discussions have taken
place with banking sector representatives and the private sector. Across various reform areas, government
representatives have appeared on media programs to explain the rationale, design, and outcomes of the
reforms.

48. Collaboration among development partners has been a cornerstone in the effort to support
policy reforms in Ukraine. The World Bank has coordinated the PBG’s support for reforms closely with
the IMF, the European Union/Commission, the European Bank for Reconstruction and Development
(EBRD), the United States/USAID, UK/DFID, Switzerland, Canada, Sweden, and other development
partners. In addition to collaboration with international development partners, the World Bank’s support for
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policy reforms has also collaborated closely at the national and subnational level with the private sector,
academia, and civil society to organizations to ensure knowledge sharing and coordination of efforts.

V. OTHER DESIGN AND APPRAISAL ISSUES

4.1 Poverty and Social Impact

49. The policies supported by this PBG are expected to have a positive or neutral gender, poverty
and social impacts, particularly over the medium and long term. Some of the actions aimed at boosting
growth prospects, particularly those aimed at strengthening the financial sector, business environment, and
anticorruption institutions are not expected to have any significant direct distributional effects. The impacts
of these actions on households and especially the poorest are likely to be through expected higher and more
sustainable growth rates. The other actions supported by the operation, including reforms to land markets,
the HUS program, and pension and health systems could potentially have large direct distributional effects
and are discussed further below.

50. The measures supporting improved transparency and security of land rights are expected to
have an overall positive distributional effect in the medium term. This is because the reform could help
improve incomes for 4.5 million small landowners who often rent out their land for a fraction of its economic
return, and for whom land rights are often undermined by weaknesses in the cadastre and registry. If the
measures lead to the establishment of an agriculture land market going forward, the distributional impact
would likely be greater. Small landowners would also benefit from improved access to credit from the use
of land as collateral. In particular, analysis of the impact of the opening of land markets, higher land rents,
and improved credit access (using information obtained from a recent USAID Agroinvest survey) suggests
that with lifting of the moratorium, 38 percent of the economic return of land would go to landowners
compared to an estimated 14 percent under the current situation. The survey suggests that currently
landowners are older workers or retired, with 53 percent reporting being able to cover food expenditures but
not other basic needs such as clothes. With rental incomes currently estimated at 20 percent of their income,
the lifting of the moratorium together with improvements in transparency would significantly improve their
livelihoods.

51. The prior action to improve the targeting and fiscal sustainability of HUS is expected to enhance
the progressive nature of the program. The reform is expected to preserve the program’s ability to protect
lower income groups, although negative impacts on some small groups of current beneficiaries cannot be
ruled out. A number of parametric and administrative changes have been made to improve the targeting of
the HUS, enhance income reporting and verification, and make the program more responsive to current
economic conditions. Among these, the main impact on lower income households can be expected to be
through the changes to the HUS allowance and the introduction of a mandatory monthly minimum payment.
Simulations of the impact of the allowance reduction indicate that the coverage of the bottom 40 percent of
the population would remain essentially flat (a small 0.5 percent decline), while the coverage of the top of
the distribution would decline 3.4 percent. In addition, the average payment received by top 60 percent of
households would decline by 17 percent (compared to 12 percent for all households). As a result, the decrease
in the allowance is simulated to result in a 1-1.5 percentage points increase in the share of resources going
to the bottom 40 percent. Such impact should be enhanced by additional measures to improve income
reporting and verification. As for the mandatory minimum payment, a small share of beneficiaries can be
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expected to be affected’. Since the share of the minimum payment decreases with lower incomes, impacts
on lower income groups can be expected to be minimal. The other steps supported by this prior action to
make the HUS program more responsive to current incomes should help shrink the program due to income
growth of formal wage earners and pensioners, without affecting the program’s ability to cushion negative
impacts on the most vulnerable. Simulations of the impacts of the recent and planned gas and heating tariff
increases show that the average energy share of household budgets is estimated to rise but on average remain
below the commonly accepted 10 percent threshold used to identify energy poverty. In these scenarios, the
HUS is expected to expand through increased average benefits for the bottom 40, while coverage would
remain virtually unchanged, compared to the baseline with no tariff increase.

52.  The prior action to establish the EEF is expected to have no negative impacts on lower income
groups, while being potentially beneficial to poor recipients. Improvements in energy efficiency are an
important component of improving energy affordability for lower income households. Significant variation
exists in the utility budget shares across income groups. Despite an average budget share of 5 percent among
the B40, almost a quarter of that group faces budget shares at least twice as high. Improvements in energy
efficiency should, therefore, have a significant beneficial impact on poor recipients. If the selection of
buildings is done in a way that targets lower income groups, the impact on the poor would be even greater.

53. Pension reform can be expected to benefit some of the poorest pensioners, a group composed of
65 percent of women. In 2014, before the pension freeze, only 10 percent of pensioners were in the bottom
quintile and 29 percent were in the B40. With pension benefits declining sharply in real terms in 2014-2016
(due to the nominal freeze in the face of high inflation), the relative position of pensioners in the income
distribution fell, with 15 percent of them in the bottom quintile and 33 percent in the B40 in 2016. The
increase of pensions under the current reform can therefore be expected to impact positively a group which
was downwardly mobile, and be particularly beneficial for the pensioners in the bottom quintiles. Thus, the
reform is estimated to have had an overall pro-poor impact.

54. The health reform, particularly the first phase is expected to have the clearest positive
distributional impact on poorer groups by strengthening primary care and reimbursable medication
programs. According to the most recent data available, households in the bottom 40 percent of the
distribution spend about 4 percent of their income on health, against 3.4 percent for top 60 percent. As the
reform leaves flexibility in the definition of the defined guaranteed package for which hospitals would be
contracted, and as there is no direct information on which services are accessible to poorer groups in society,
it is not possible at this stage to estimate the distributional impacts of this second phase.

55. Among the pressing gender equality challenges facing Ukraine, a major gender gap in life
expectancy is being addressed by the proposed PBG. Ukrainian men have an average life expectancy that
is 9 years lower than for women (68 years for men and 77 years for women in 2017). Studies have shown
that the leading cause of high male mortality in Ukraine is unmanaged Non-Communicable Diseases (NCD),
particularly cardio-vascular diseases (CVD), as well as injuries and alcohol and tobacco consumption. One
of the main reasons for poor management of NCD and CVD among men is the weak primary care system
and the lack of access to CVD drugs. In this context, the PBG prior action on reforming the health system is
expected to help address this gender gap by: (i) strengthening the primary care system; and (ii) increasing
the availability of CVD drugs for men. Specifically, by strengthening the primary health care system and
raising the share of CVD drugs reimbursed by the state from 0 percent in 2016 to 4 percent in 2019, the

7 The analysis of a sample of administrative data shared by the Ministry of Social Policy suggests that no more than 20
percent of beneficiaries would be affected.
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reform would help to strengthen management of CVD among men, tackle one of the main drivers behind
high male mortality (NCD and CVD), and thus help close the gender gap in life expectancy going forward.

56. The proposed PBG is also associated with broader gender related benefits through the health
and pension reforms. More broadly, both men and women face poverty and vulnerability risks associated
with high out of pocket payments for health services. The health reform will help address gender-
disaggregated primary health care challenges faced by both men and women and mitigate vulnerability for
both along these dimensions. For example, the reform will also help to increase availability of drugs for
prevention of postnatal haemorrhage for women. Women also face vulnerability risks from weaknesses in
the sustainability and adequacy of pension benefits. More than 70 percent of pensioners are women, primarily
due to higher female life expectancy. In this context, the PBG prior action on strengthening the fiscal
sustainability and adequacy of the pension system addresses a major vulnerability facing women. Ukraine
has high educational attainment and labor force participation for women, and progress has also been made
in reducing maternal and infant mortality and improving prenatal care and mother-to-child transmission of
HIV. However, women are employed disproportionately in public administration, education, healthcare, and
social service, and can face barriers in other sectors where the extensive system of social protection on
maternity can lead to a bias.

4.2 Environmental Aspects

57. The proposed operation promotes climate and environmental benefits in the most important
areas of climate related challenges for Ukraine, including the vulnerability of the large agricultural
sector to higher temperatures and the highly energy intensive residential infrastructure. Three out of
eight prior actions supported by the operation promote environmental and climate benefits in these areas.
First, the prior action in land markets strengthens the transparency, accuracy, and security of land rights, and
thus provides an incentive for landowners and land users to more sustainably manage land assets, undertake
investments to manage climate impacts, and avoid deforestation. Second, the prior action to improve
targeting of housing utility subsidies provides a fiscally and socially sustainable route for Ukraine to sustain
the large adjustments of energy tariffs of recent years, which is critical to provide incentives to improve the
energy efficiency of residential infrastructure. Third, the prior action on the energy efficiency fund
establishes an instrument to address key bottlenecks and provide resources for energy efficiency investments
in residential infrastructure.

58. Climate benefits of the land markets prior action. Ukraine is one of the largest agricultural
producers in the world and a significant portion of the population relies on the agriculture sector for
livelihood. However, climate related challenges threaten this major source of economic growth and
household incomes. Higher temperatures could cause shifts in agricultural zones across Ukraine, and floods
and water deficiencies have had a significant impact on agricultural output and household incomes over the
last 20 years. An exacerbation of these vulnerabilities could undermine Ukraine’s overall development
objectives, as well as the objectives of this operation. By undermining incentives to sustainably manage land
and undertake mitigating investments, the insecurity of land rights leaves Ukraine’s agricultural sector and
associated household livelihoods even more vulnerable to climate change. This prior action to strengthen
the transparency, accuracy, and security of land rights is thus central to providing better incentives for
landowners and land users to sustainably manage land, undertake investments in mitigating the impact of
climate impacts, and reduce deforestation. This prior action thus has both climate change mitigation and
adaptation benefits.

59. Climate benefits of the HUS prior action. Ukraine is ranked fifth in the world for energy intensity
and is also one of Europe’s largest energy consumers. One of the major sources of this extraordinary energy
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intensity is energy prices that historically were maintained at extraordinary low levels. This led to the
development of energy inefficient infrastructure in the residential, industrial, and agriculture sectors. In 2015
and 2016, the authorities embarked upon a historic energy tariff adjustment program which raised heating
and gas tariffs between 250 to 500 percent, thus essentially eliminating a massive quasi-fiscal transfer to the
energy sector (about 6 percent of GDP in 2014). The only way of making this extraordinary energy tariff
adjustment socially and politically acceptable was to also scale up and subsequently target the HUS program
(designed to limits the share of a household’s expenditures on energy). This prior action on improving
targeting of the HUS program is thus critical in sustaining the extraordinarily large energy tariff adjustments,
and providing incentives to improve the energy efficiency in Ukraine. This energy tariff policy is the
cornerstone of improving energy efficiency in Ukraine. In fact, the successive adjustments in energy tariffs
and the HUS have progressively incentivized greater energy efficiency in the residential sector. In 2017,
Ukraine’s total natural gas consumption has decreased by 4 percent compared to 2016 (from 33.2 to 31.9
becm). Out of this total, household consumers used 11.2 bem of gas in 2017, which is 6 percent or 0.7 bcm
less than in 2016. The reduction in gas used to generate heat for households, through district heating was
even larger. Without this prior action, the massive adjustment in Ukraine’s energy tariff policy, along with
the associated incentives for improving energy efficiency, would unravel.

60. Climate benefits of the EEF prior action: Ukraine’s residential infrastructure is one of the greatest
sources of energy inefficiency. This is because of historically low energy prices. While the marked rise in
energy prices provides a significant incentive to undertake energy efficiency investments, these are
constrained by the lack of financing, as well as a host of regulatory barriers and market failures. This prior
action on the EEF addresses these regulatory and market failures and creates and instrument to address the
financing constraints. This is thus a critical component of improving energy efficiency in Ukraine, and in
meeting and potentially exceeding Ukraine’s commitments under the Paris Agreement. In February 2018,
Ukraine announced that it would reduce emissions by 66—69 percent below 1990 levels. This target would
be far more ambitious than Ukraine’s current commitment under the Paris Agreement, which includes a
target of reducing GHG emissions, including land use, land use change and forestry (LULUCF) by at least
40 percent below 1990 levels by 2030.

4.3 PFM, Disbursement, and Auditing Aspects

61. While the PFM system is reliable, the government is committed to strengthen it further. The
latest available Public Expenditure and Financial accountability (PEFA) assessment for Ukraine was
undertaken in 2015. It concluded that that Ukraine continues to have in place fundamental systems of public
financial management. Reforms supported by the previous Multisectoral DPLs in 2014-2015 helped Ukraine
improve the PFM system by: establishing a multi-year budgeting framework; revamping intergovernmental
transfers; improving data disclosure on tax arrears; introducing transfer pricing controls; strengthening public
procurement and public investment management systems; and abolishing a target driven approach to revenue
collection. The government is committed to further enhance the system. The Public Administration Reform
and the PFM Reform Strategy were approved in December 2016 and March 2017, respectively. These aim
to address challenges in medium-term budgeting, budget execution, payroll and headcount systems for the
public sector (including the creation of an Human Resource Management Information System with the
support of the World Bank and the EU). Since 2015, Ukraine has made some progress in improving fiscal
accounting (including introducing a common chart of accounts for all government units in 2017), but further
efforts are needed to strengthen financial information systems. The recently adopted Public Sector
Accounting strategy for the period of 2018-2025 should help to continue modernize accounting standards
and increase transparency of reporting. The Government also continues to improve transparency in public
procurement, including through the ProZorro system.
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62. Ukraine continues to maintain several foreign exchange restrictions, but the recently adopted
currency regulation reform will gradually phase them out. The exchange restrictions in Ukraine were
put in place during the crisis and helped to stabilize the currency market. Some of the measures were removed
after the situation improved, but the remaining restrictions are: (i) absolute limits on the availability of foreign
exchange for certain non-trade current international transactions; and (ii) a partial ban on the transfer abroad
of dividends received by nonresident investors from foreign investments in Ukraine. In June 2018, the Law
on Currency and Currency Operations was approved to prescribes that currency restrictions will be lifted
gradually under favorable macroeconomic conditions, which should help ensure price and financial stability
and a favorable business environment.

63. The most recent audit report on the consolidated financial statements of the NBU for the
financial year ending December 31, 2017 provided an unqualified audit opinion. According to auditor’s
report, NBU consolidated financial statements (consisting of the consolidated statements of financial
position, comprehensive income, change in equity, and cash flows) are made in accordance with the IFRS
and present fairly the financial position of the National Bank of Ukraine.

64. The Single Treasury Account is held at the NBU and operated in a reliable environment. No
additional fiduciary arrangements including audit are required for the operation, given the progress in public
financial management reforms. The 2015 PEFA scored the effectiveness of expenditure commitment control
at the highest level. The PEFA noted that the Treasury system, applied across government at all levels,
includes a module whereby commitments should be registered before orders are placed or contracts
concluded, and will only be accepted if they are within the budgetary provision of the spending unit. Under
this system, commitments cannot extend beyond the current budget year, and if not already provided would
require authorization or new appropriations.

65. Overall Conclusion. The public financial management systems, together with the Borrower’s
commitment to reform, are adequate to support this operation.

4.4 Monitoring, Evaluation, and Accountability

66. The Ministry of Finance (MoF) is responsible for the overall coordination of the proposed
operation. While the MoF is the primary coordinating counterpart, some of the line ministries are responsible
for implementation in their respective areas. The Ministry of Agriculture and the Ministry of Justice have
the responsibility for implementing the land reform, the Ministry of Finance in coordination with the National
Bank of Ukraine has the responsibility for implementing the banking sector reforms, the Judicial Council
has the responsibility for implementing the High Anti-Corruption Court, the Ministry of Social Policy has
the responsibility for implementing the HUS and pension reforms, and the Ministry of Health has the
responsibility for implementing the health reform.

67. The specific expected results indicators, set out in Annex 1, will be used to monitor
implementation of the operation. The Bank, in collaboration with the Ukrainian authorities, will monitor
and evaluate the program’s achievement of these results.

68. Grievance Redress. Communities and individuals who believe that they are adversely affected by
specific country policies supported as prior actions or tranche release conditions under a World Bank
Development Policy Operation may submit complaints to the responsible country authorities, appropriate
local/national grievance redress mechanisms, or the WB’s Grievance Redress Service (GRS). The GRS
ensures that complaints received are promptly reviewed in order to address pertinent concerns. Affected
communities and individuals may submit their complaint to the WB’s independent Inspection Panel which
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determines whether harm occurred, or could occur, as a result of WB non-compliance with its policies and
procedures. Complaints may be submitted at any time after concerns have been brought directly to the World
Bank's attention, and Bank Management has been given an opportunity to respond. For information on how
to submit complaints to the World Bank’s corporate Grievance Redress Service (GRS), please visit
http://www.worldbank.org/GRS. For information on how to submit complaints to the World Bank Inspection
Panel, please visit www.inspectionpanel.org.

VL SUMMARY OF RISKS AND MITIGATION

69. The overall risk to the proposed operation is high. The risks to the proposed PBG have been
assessed using the Standardized Operations Risk-rating Tool (SORT), as summarized in Table 5. The main
risks to the proposed operation that are rated High include political (including security) and governance risks;
and macroeconomic risks, while sector policies and implementation risks are rated Substantial.

Table 5: Summary of Risk Ratings

Political and governance High
Macroeconomic High
Sector strategies and policies Substantial
Technical design of project or program Moderate
Institutional capacity for implementation and Substantial
sustainability

Fiduciary Moderate
Environment and social Moderate
Stakeholders Moderate
Overall High

70. Political and governance: Parliamentary and presidential elections are scheduled for 2019, and the
political environment remains complex, uncertain, and influenced by vested interests. These are major
impediments to advancing reforms, and could also lead to reversals in important areas. Mitigating factors
include an increasingly proactive civil society demanding reform and change following the Euromaidan
revolution of 2014, as well as the close engagement of the international community to advocate jointly for
the most critical reforms. Ukraine also faces the risk of intensified conflict between armed groups and
government forces in eastern Ukraine, which would adversely impact economic prospects through weaker
investor confidence and increased military spending. These conflict related risks are amplified and mitigated
by geopolitical considerations, where developments in other countries could affect the degree of conflict in
Ukraine or the extent of international support for the resolution of the conflict.

71.  Macroeconomic: Ukraine faces considerable macroeconomic risks which would be compounded if
the political and security risks were to materialize. While Ukraine has made progress in restoring
macroeconomic stability in the last three years, fiscal and external vulnerabilities are significant. The growth
outlook remains weak; public and external debt remain high; and Ukraine faces large financing needs in
2018-2019, together with expenditure pressures from higher public-sector wages and spending on social
programs. The 2019 elections could exacerbate the expenditure pressures and make it more difficult to secure
the necessary financing from international capital markets. Moreover, the financing environment for
emerging markets has deteriorated in 2018. If reforms to bolster investor confidence and address fiscal
pressures do not progress, the financing needs would be difficult to meet, and the growth outlook would
deteriorate further, which would threaten fiscal and external sustainability and macroeconomic stability more
generally. The proposed operation contributes to mitigating the macroeconomic risks through reforms to
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both bolster investor confidence and also address expenditure pressures. The authorities close engagement
with the World Bank and IMF on reviewing the macroeconomic policy framework, as well as in design and
implementing key reform measures is important in mitigating macroeconomic risks.

72. Implementation risks (including sector policies and institutional capacity). Many of the reforms
supported by the proposed PBG are ambitious and require strong capacity for implementation and
monitoring. Several reforms will also require some time to become fully effective. Examples include the
establishment of the High Anti-Corruption Court which will require successful selection of independent
judges with the support of the expert panel; the State-Owned Banking Law, which will require successful
selection of independent supervisory boards; and the health reform which will require successful rollout of
primary care as well as development of a hospital sector plan. Implementation could be undermined by a
number of factors including weaknesses in institutional capacity, delays in decision making, and opposition
from vested interests particularly during an election year. These risks are mitigated in part by technical
assistance provided by development partners and by close engagement of civil society organization to resist
vested interests.
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ANNEX I. POLICY AND RESULTS MATRIX

Objectives

Prior Actions

Results

PILLAR 1: STRENGTHEN FACTOR MARKETS AND INSTITUTIONS

Strengthen corporate
governance of state-owned
banks

Strengthen the resolution
framework for non-
performing loans (NPLs)

Prior Action 1: Enacted Law No. 2491-VIII “On Improving the
Functioning of the Financial Sector” dated July 5, 2018 to
establish independent supervisory boards and strengthen risk
management at State Owned Banks (SOBs); and adopted a
strategy for the development of SOBs which establishes a
roadmap for gradual divestiture.

Prior Action 2: Enacted Law No. 2245-VIII “On Amendments to
the Tax Code” dated December 7, 2017 to remove the 25 percent
ceiling for provisioning expenses and issued orders on the tax
treatment of transactions involving nonperforming loans; and
enacted Law No. 2478-VIII “On Resumption of Lending” dated
July 3, 2018 to increase creditors’ rights.

Number of SOB supervisory
boards with at least two-thirds of
independent board members
Baseline (end-2016): 1
Target (2019): 4

Create the conditions to
establish a transparent
market for agricultural
land transactions

Prior Action 3: Strengthened the transparency of agriculture land
records by: (i) integrating the cadaster and the registry data; (ii)
approving Cabinet Decision No. 31 dated August 22, 2018 to
commit to the registration of all state agricultural land by
December 2020; and (iii) establishing a land governance
monitoring system including rental and sales prices.

Amount of registered state land
Baseline (2016): 1 million
hectares

Targeted (2019): 4 million
hectares

Strengthen anticorruption
institutions

Prior Action 4: Enacted Law No. 2447-VIII “On the High Anti-
Corruption Court”, dated June 7, 2018 to establish a specialized
High Anti-Corruption Court comprised of independent judges
selected in line with the recommendations of the Venice
Commission.

Number of cases under review
by the High Anti-Corruption
Court.

Baseline (end-2016): 0

Target (2019): 25
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Objectives

Prior Actions

Results

PILLAR 2: PROMOTE FISCALLY SUSTAINABLE AND EFFECTIVE SERVICES

Enhance adequacy and
sustainability of old age
pension benefits

Prior Action 5: Enacted Law No. 2148-VIII “On Increase of
Pensions” dated October 3, 2017 to improve fiscal sustainability,
adequacy of old age benefits, and incentives to contribute by
providing incentives to retire later in exchange for higher benefits
and preserving the value of benefits over time through systematic
indexation.

Average old age pension
replacement rate (percent):
Baseline (end-2016): 27
Target (2019): 30

Pension expenditures (share of
GDP, percent):

Baseline (2016): 10.7

Target (2019): About 10.5

Improve targeting and
fiscal sustainability of the
housing and utilities
subsidy (HUS) program

Prior Action 6: Improved the Housing Utility Subsidy (HUS)
program by: (i) revising social norms and parameters of the
formula and introducing additional means-testing mechanisms;
and (ii) monetizing the HUS settlement at the level of gas and
heating utilities, as evidenced by Cabinet Resolution No. 329
dated April 27, 2018 and Cabinet Resolution No. 951 dated
November 8, 2017.

Share of HUS spending going to
B40 population:

Baseline (end-2016): 46 percent
Target (2019): 50 percent

Establish an energy
efficiency fund

Prior Action 7: Adopted the charter of the Energy Efficiency Fund
(EEF), including procedures for using budget funds for the
operation of the EEF, as evidenced by Cabinet Resolution # 1099
dated December 20, 2017.

Baseline (2016): EEF not
operational

Target (2019): EEF becomes
operational and initiates the
provision of resources for
building retrofits in 2019
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Objectives

Prior Actions

Results

Transform financing of
health care

Prior Action 8: Enacted Law No. 2168-VIII “On Public Financial
Guarantees of Health Care for the Population” dated October 19,
2017 to transform the financing of health care by: (i) shifting from
in-patient curative to preventive health care and from input-based
to output-based financing; and (ii) putting in place a new
transparent health benefit package.

Share of health spending on
primary care

Baseline (2016): 12 percent
Target (2019): 15 percent

Share of adult men receiving
CVD drugs reimbursed by the
government

Baseline (2016): 0 percent
Target (2019): 4 percent
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ANNEX II: GUARANTEE RATIONALE AND INDICATIVE TERM SHEET

1. The Government of Ukraine has requested IBRD support in the form of a Policy-Based
Guarantee (PBG) to enhance a significant market borrowing. This PBG of US$ 750 million equivalent
is intended to be used to raise about US$ 1 billion equivalent, for the purpose of helping Ukraine finance its
budget and public debt repayment. This outcome would represent a well-leveraged transaction and would
align with IBRD’s broader objective to leverage its balance sheet and increase risk-sharing with private
partners. To avoid interfering with efforts to place Eurobonds and to diversify sources of financing, the
Government intends to use the PBG to support a private transaction in the lending market to complement
any separate potential public transactions in the Eurobond market.

2. The proposed PBG would help Ukraine obtain financing at a sustainable cost and an attractive
maturity, by catalyzing lower cost financing and a longer maturity than is currently available on a
standalone basis. Market soundings indicate that Ukraine’s unguaranteed access to private syndicated loans
from banks, insurance companies, and institutional funds is limited. Lenders today have limited appetite to
provide scaled budget financing to Ukraine at reasonable maturities and manageable costs without some
form of guarantee or credit enhancement. However, the soundings indicate that the presence of IBRD,
through its AAA coverage of a share of the transaction and its partnership role in the transaction, can improve
terms for Ukraine in meaningful ways. An IBRD guarantee of $750 million equivalent should allow Ukraine
to mobilize about $1 billion equivalent, with maturity of 10 years. Notional cost savings may be in the order
of 200bp per annum or more, and a competitive process could lead to even greater cost reduction.

3. The Government of Ukraine intends to use the PBG to support a private transaction in the
lending market, rather than a public transaction in the Eurobond market. The estimated size of the
transaction is considered large but manageable in the private lending market. A hypothetical guaranteed
transaction in the Eurobond market would be inefficient due to weak demand in the liquid emerging market
bond investor base for non-standard or hybrid instruments and difficulty with pricing and trading of such an
asset. Bank markets present their own challenges, including funding cost considerations for lending
institutions, internal balance sheet charges, return requirements, reduced scalability, etc., all of which also
may undermine efficiency. Yet, the expected benefits are considered higher in the loan market for this
borrower, at this juncture in time than in the bond market.

4. The PBG aims to mobilize a market loan that
amortizes principal repayments and/or partially
clears the debt hurdle faced by the Government
between 2019-2021. Ukraine requires significant
financing of $11 billion (8 percent of GDP) in 2019 to 10,000
repay public debt and cover the fiscal deficit (Figure 5). 8,000
The government plans to raise about $4.2 billion from 6,000

Figure 5. Fiscal Financing Needs

14.000 (USS$ million equivalent)

12,000

external sources (including Eurobonds and international 4,000

financial institutions), with the remainder from domestic 5,000 . . .
borrowing in local and foreign currency. In addition to 0

this IBRD-guaranteed transaction, the government 2019 2020 2021
expects to raise additional Eurobonds and receive - ;‘;;‘iziﬁ;; . ‘Fﬁi‘fzzbl

Euro 1 billion from the European Union Macro-
Financial Assistance (MFA). To ensure a manageable repayment profile and to address roll-over risks
stemming from external debt in the next five years, the Government seeks to mobilize the PBG-supported
funding with maximum possible principal repayments at maturity, and a grace period of at least four years.

31



5. The proposed PBG is also expected to help de-risk Ukraine in attracting additional necessary
financing from Eurobonds. Ukraine’s access to international capital markets remains constrained due to
deteriorating market conditions, as well as macroeconomic vulnerabilities. While Ukraine issued a $2 billion
Eurobond in October 2018 (with a mix of 5-year and 10-year maturity) and 15-year, $3 billion Eurobond in
September 2017, the yield on both has been one of the highest among emerging markets. The recent
turbulence in the emerging markets has led to an increase in yields for Ukraine’s Eurobonds, with the 10-
year issue rising to 9.75 percent. Completing the reforms supported by the proposed PBG and the IMF
program would help bolster investor confidence, reduce Ukraine-specific risk, and help Ukraine attract
additional financing at more attractive terms. Without this, all the necessary financing would need to be
raised from shorter maturity and more expensive domestic and Eurobond markets, including increasing
borrowing from state-owned banks and drawing down reserves.

6. Approval is requested from the IBRD Board of Executive Directors for the proposed PBG
operation as per the Indicative Term Sheet (see below). The Executive Directors will be informed of the
final terms and conditions of the PBG supported commercial financing operation after execution, which
would follow Board approval of the PBG. If there is any substantial change in the terms and conditions of
the PBG, the approval of the Executive Directors will be sought prior to execution.

INDICATIVE TERM SHEET OF PROPOSED IBRD POLICY-BASED GUARANTEE

This term sheet contains a preliminary summary of indicative terms and conditions of a proposed guarantee
("Guarantee") by the International Bank for Reconstruction and Development ("IBRD") for discussion
purposes only and does not constitute an offer to provide a Guarantee. The provision of a Guarantee is
subject, inter alia, to satisfactory appraisal by IBRD of the operation, including completion of all prior
actions by Ukraine and the adequacy of its macroeconomic framework, compliance with all applicable
policies of the World Bank, including those related to environmental and social safeguards, review and
acceptance of the transaction documentation by IBRD, and the approval of the management and Executive
Directors of IBRD in their sole discretion. Without limiting the generality of the foregoing, IBRD is highly
selective with regard to the clients and beneficiaries it works with and is diligent with Know Your Customer
requirements for all participants in financings it guarantees or Supports.

IBRD-Guaranteed Loan (the Financing)

IBRD-Guaranteed Loan Agreement among the Borrower, the Agent [on behalf of] [and the]
Agreement: Lenders and IBRD as Guarantor setting out terms and conditions of
the Financing, mechanism for payment on the Financing, and
containing the Guarantee®.

Borrower: Ukraine
Guaranteed [Commercial bank lenders, or the Agent on their behalf, each to be
Lender/Beneficiaries of the identified]

IBRD Guarantee:

Currency: EUR and USD
Principal Amount: [USD 1 billion equivalent]
Term: [10] years

8 Alternatively, the guarantee agreement can be a stand-alone agreement between the Agent [on behalf of] [and the]
Lenders and IBRD. In those cases, IBRD will not be a party to the IBRD-Guaranteed Loan Agreement.
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Repayment of the Financing:

[Annual]

Loan Interest Rate:

[Spread above EURIBOR or LIBOR acceptable to Borrower and
IBRD] or [fixed interest rate acceptable to Borrower and IBRD]

Use of Proceeds:

[Budget financing]

Drawdown: [Multiple drawdowns possible]
IBRD Guarantee
Guarantor: International Bank for Reconstruction and Development (IBRD)

Guarantee Face Value:

[USD 750 million equivalent]

Guarantee Support:

IBRD would guarantee the payment, following occurrence of a
Guaranteed Event, of [selected, pre-agreed debt service payments of
principal and interest amounts] due on scheduled payment dates up to
the Maximum Guaranteed Amount.

Guaranteed Events:

Failure by the Borrower to [make certain payments of [principal] [and
interest] on] [repay at scheduled maturity the principal amount of] the
IBRD-Guaranteed Loan.

Guarantee Period:

[TBD]

Maximum Guaranteed
Amount:

A partial amount of financing, not to exceed the Guarantee Face
Value.

Signing:

If the IBRD Guarantee and related legal agreements (including the
Indemnity Agreement) are not signed within 12 months following
approval by the Board of Executive Directors of IBRD, IBRD may
withdraw its offer of the Guarantee.

Amendments and waivers:

IBRD will be entitled to be kept fully informed about any proposed
waiver or amendment to the terms of the transaction. Certain
amendments or waivers to the provisions of the transaction
documents will require the prior written consent of IBRD, including,
but not limited to, any material amendment or modification to a
finance document or any amendment or waiver that relates to the
IBRD Guarantee or affects the rights or obligations of IBRD.

Suspension:

IBRD may, during the availability period for drawdown of the
guaranteed financing, inform the Agent that no further drawdown of
the guaranteed financing, from the date of notification by IBRD up
until such notice is revoked by IBRD, will be covered by the IBRD
Guarantee upon the occurrence of the following types of scenarios,
inter alia: (i) an event of default occurs under the guaranteed
financing; or (ii) Ukraine has ceased or been suspended from its
membership of the World Bank or International Monetary Fund; or
(ii1) the Agent or a beneficiary of the IBRD Guarantee engaged in
certain sanctionable practices (fraud, corruption, coercion, collusion,
obstruction) relating to the guaranteed financing. If the event giving
rise to a suspension has been waived by IBRD, or remedied to
IBRD's satisfaction, then IBRD may revoke its suspension notice and
let the Agent know which amounts are reinstated for coverage under
the IBRD Guarantee. If such suspension continues for a period of [6]
months, the IBRD Guarantee will reduce permanently by the amount
with respect to which IBRD had suspended coverage.
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Exclusion:

IBRD is not liable for losses directly resulting from noncompliance
with, or the invalidity, illegality or unenforceability of any transaction
document under laws in effect on, or events occurring before, the date
of the IBRD-Guaranteed Loan Agreement.

Withholding:

IBRD may withhold payment to a beneficiary of the IBRD Guarantee
in the following types of scenarios, inter alia: (i) a sanctionable
practice (fraud, corruption, coercion, collusion, obstruction) has been
committed by the Agent or a Guaranteed Lender; (ii) the Agent or a
Guaranteed Lender, inter alia, amends the financing documents
without IBRD's prior written consent, or transfers or assigns all or
part of its interest in the Financing to a non-commercial or debarred
or sanctioned entity; or (iii) the Agent or a Guaranteed Lender
engages in Repackaging Arrangements in respect of the IBRD
Guarantee.

Termination:

The IBRD Guarantee may be terminated, inter alia, (i) if an
installment of the Guarantee Fee or Standby Fee is not paid when
due; (i1) if an amendment, waiver, modification or other change is
made or given relating to certain provisions of the finance
documentation, IBRD’s rights or obligations, or the IBRD Guarantee
without IBRD’s prior written consent; (iii) following full payment of
all guaranteed amounts; (iv) after the final date for payment under the
IBRD Guarantee; or (v) solely in respect of any amounts withheld
from payment under the IBRD Guarantee as described above, if
IBRD has withheld such amounts for a period of [12] months.

No Discharge:

Neither the obligations of IBRD under the IBRD Guarantee nor the
rights, powers and remedies conferred upon the Agent with respect to
IBRD by the IBRD Guarantee or by applicable law or regulation shall
be discharged, impaired or otherwise affected by: (i) any insolvency,
moratorium or reorganization of debts of or relating to the borrower;
(i1) any of the obligations of the borrower under the financing
agreements being or becoming illegal, invalid, unenforceable, void,
voidable or ineffective in any respect; (iii) any time or other
indulgence being granted to the borrower in respect of its obligations
under the financing agreements; or (iv) any other act, event or
omission (other than the failure of the Agent to make a timely and
duly completed demand under the IBRD Guarantee) which might
otherwise operate to discharge, impair or otherwise affect any of the
obligations of IBRD under the IBRD Guarantee or any of the rights,
powers or remedies conferred on the Agent by the IBRD Guarantee
or by applicable law or regulation.

Reduction of Demand:

If, after the Agent has made a demand on IBRD for payment under
the IBRD Guarantee, but before IBRD has made payment of the
amount so demanded, the Agent receives payment in respect of such
amount from the Borrower (or the Agent recovers otherwise than
from IBRD) any sum which is applied to the satisfaction of the whole
or any part of such amount, the Agent shall promptly notify IBRD of
such fact and IBRD's liability under the IBRD Guarantee in respect of
such demand shall be reduced by an amount equal to the portion so
paid by the Borrower (or so recovered by the Agent) and so applied.
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Non-Accelerability of
Guarantee:

The IBRD Guarantee cannot be accelerated and become payable prior
to the scheduled debt service payment dates under any circumstances,
including if the underlying IBRD-Guaranteed Loan is accelerated as a
result of a Guaranteed Event. In such instances, the IBRD Guarantee
will cover payment of debt service up to the Maximum Guaranteed
Amount in accordance with the original payment schedule.

Conditions Precedent to
Effectiveness of the IBRD
Guarantee:

Usual and customary conditions for financing of this type including
but not limited to the following:

a) Provision of relevant legal opinions satisfactory to IBRD
(including a legal opinion from the appropriate official of Ukraine
relating to the Indemnity Agreement);

b) Payment in full of the Guarantee Fee, the Front-End Fee and the
relevant installment(s) of the Standby Fee and reimbursement of
IBRD's external legal expenses;

¢) Conclusion of an Indemnity Agreement between IBRD and
Ukraine, and any other applicable documentation, acceptable to
IBRD; and

d) Satisfaction of any other conditions precedent under the financing
documents.

Subrogation: If and to the extent IBRD makes any payment under the IBRD
Guarantee, IBRD will be subrogated immediately to the extent of
such unreimbursed payment to the lenders' rights.

Right to Purchase: [If IBRD guarantees payment of interest, then upon payment default

by the Borrower, IBRD will have the right to purchase all rights, title
and interests of the Guaranteed Lenders in the Financing.]

Repackaging Arrangements:

The Agent and Guaranteed Lenders will severally undertake for the
benefit of IBRD that, provided the IBRD Guarantee remains in effect,
they will not enter into or permit any of their affiliates to enter into
any arrangement pursuant to which any security or other similar
obligation is created or issued, the economic effect of which is the
separation of rights of payment from IBRD under the IBRD
Guarantee and of rights of payments from the Borrower under the
financing, which is referred to as “Repackaging Arrangements”.

Payment of Fees to IBRD:

Payment of fees due to IBRD is the obligation of the Borrower.
[However, if the Borrower fails to pay any installment of the fees due
to IBRD in full or when due, [the Guaranteed Lenders] can elect to
pay the unpaid amount of the fees and seek reimbursement from
Borrower.]

Front-end Fee:

25 bps of the Guarantee Face Value.

Standby Fee:

25 bps per annum, charged periodically and applied to that portion of
the guaranteed amount that IBRD has contractually committed and
for which IBRD does not yet have financial exposure under the IBRD
Guarantee. The IBRD standby fee is normally charged semi-annually
and accrues sixty (60) days after the date of signing of the agreement
providing for IBRD’s guarantee. Standby Fee also applies if IBRD
limits coverage of the IBRD Guarantee pursuant to any limitation
event. The Standby Fee must be paid in advance on regular payment
dates.

Guarantee Fee (recurring):

[X] basis points per annum. The IBRD guarantee fee is charged on
that portion of the guaranteed amount that IBRD has contractually
committed and for which IBRD has financial exposure under the
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IBRD Guarantee. The Guarantee Fee must be paid [in advance semi-
annually on regular payment dates] [in a one-time lump sum]. [Where
the Guarantee Fee is payable in installments,] The IBRD Guarantee
will terminate in the event of nonpayment of any installment of the
Guarantee Fee.’

External Legal Costs:

Reimbursement of IBRD external legal counsel expenses by Ukraine.

Governing law:

English law.

Indemnity Agreement

Parties:

IBRD and Ukraine (the “Member Country”)

Indemnity:

The Member Country will reimburse and indemnify IBRD on
demand, or as IBRD may otherwise direct, for all payments under the
Guarantee and all losses, damages, costs, and expenses incurred by
IBRD relating to or arising from the Guarantee.

Covenants:

Usual and customary covenants included in agreements between
member countries and IBRD, as well as undertakings to pay the fees
and expenses of IBRD’s external counsels and other advisors in
connection with the Loan negotiation.

Remedies:

If the Member Country breaches any of its obligations under the
Indemnity Agreement, IBRD may suspend or cancel, in whole or in
part, the rights of the Member Country to make withdrawals under
any other loan or credit agreement with IBRD, or any IBRD loan to a
third party guaranteed by the Member Country, and may declare the
outstanding principal and interest of any such loan or credit to be due
and payable immediately. A breach by the Member Country under
the Indemnity Agreement will not, however, discharge any guarantee
obligations of IBRD under the Guarantee.

Governing Law:

The Indemnity Agreement will follow the usual legal regime and
include dispute settlement provisions customary for agreements
between member countries and IBRD.

° The guarantee fee level is determined by the average life of the guarantee.
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ANNEX III: LETTER OF DEVELOPMENT POLICY

o

CABINET OF MINISTERS OF UKRAINE

21784/0/2-18 »in 15.11.2018

Jluer ¥Ypsiay Ykpainu
CTOCOBHO NOJITHKH PO3BUTKY

Bensmutanosuuii nane Kim!

Bin imeni VYpsay Vipaiuu xody 3acBi{uuTH Hamy riauboky nosary Ta
BiasuHicte CeiToBomMy Oanky Ta Bam ocofucTo 3a MIATPHMKY Y BTUICHHI
HalOLIbI BaxkiauBuX pedopm, crpsMoBaHuX Ha po3BuToK Ykpainu. Haima
IUTiZIHA CHiBIpAlSl B paMKax 3arnporoHOBAHOTO CUCTEMHOTO NpoekTy “T"apanTis
Ha MiATPUMKY JEpPIKABHOI TOMITHKH Yy cepi €KOHOMIYHOrO 3pocTaHHs Ta
(hickanbHO CTifiKUX nocnyr” (nani — MPOEKT) JIOMOMOria iIMIJIEMEHTYBATH P
icropuuHux pedopm. Mu Bipumo, 10 Taki ictopuuHi pe)opMH € KIHOUOBUMH
JUIsL  TIPUCKOPEHHSI EKOHOMIYHOTO 3pPOCTAHHS, [iJBUINEHHS e(eKTHBHOCTI
COLIAJILHUX MOCJIYT Ta MOCHiIeHHs (ickanbHOT cTiiikocTi Ykpaiuu B ymoBax
3HAYHMX EKOHOMIUHUX BHKIIMKIB.

3 MomenTy Ge3npere/eHTHUX oL, SKi BILIMHYIH Ha eKOHOMIKY YKpaiHu
B 2014—2015 pokax, Vkpaina BKe T0Ka3alia CBOIO CIPOMONKHICTh
BIPOBAJKYBATH TIHOOKI CTPYKTYpHI peopmH, sIKi JonoMoriu crabinizyeatu
€KOHOMIKY Ta (DIHAHCOBHIT CEKTOP, 3MEHIIUTH MaKpOeKOHOMIYHWI juchananc
TA [OM’SKIIMTH  HACHIJKM Kpu3u jist  Hacenenus. [licns  sarainbHOro
16-gincotkoBoro maminng B 2014—2015 pokax exoHOMiKa 3pociia Ha
2,3 sijcorka B 2016 poui, Ha 2,5 Bigcorka — B 2017 poui Ta Ha 3,5 BijgcoTka —
y nepmiit nosoBuni 2018 poky, a gediuMT cexkropy 3araibHOIECPIKABHOTO
yrpasiinas 3Hu3uBes 3 10 BiICOTKIB BaJIOBOTO BHYTPIIIHBOIO HPOJYKTY Y
2014 poui mo 2,3 BigcoTka BajIOBOrO BHYTPIMIHBOIO Ipojykry y 2015—
2017 poxax. Y cBoiii Moserapuiii nomituni Haniomanpuuii 0ank Ykpainu
3AIMIIAETHCS CEPHO3HO HANAINITOBAHMM HA JOCATHEHHS 11iHOBOI cTrabiabHOCTI Yy
CEepPEIHLOCTPOKOBIN TEPCIEKTHRI, 10 BKE JOMOMOIIO 3MEHIIUTH 1HQIALII0
i3 mikoBoro pieHs y 61 Bigcorok y keitHi 2015 p. g0 9 BificoTKIB Y BepecHi
2018 poky. JleiuuT noTouHOro paxyHkKa IUIATIKHOTO OajlaHCy CKOPOTHUBCH 3
9,2 BiJICOTKAa BaJIOBOTO BHYTPIMIHBOTO MpoaykTy ¥ 2013 poui mo 2,1 Bifcorka

Moro BucoxonosaznocTi
nany Jxumy KIMY

Ipesupenty CeiToBoro 6anky
okpyr Konymoin, Bammmurron

4 001182 03302 04001

AT
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y 2017 poui, a mizkaapoHi pesepsu Ykpaiuu 3pocin 3 13 mupa. ponapis CILHA
nanpukinni 2015 poxy jgo 17,2 mupa. nonapis CHIA (110 ekBiBajeHTHO TPHOM
MmicAIsM  iMnopty) cranoM Ha kimenp cepras 2018 poky. Curyauis y
OaHKIBCEKOMY CeKTOpi cradbiiisysajacs 3a paxyHOK IOKpalleHHs Harjisay 3a
OaHKaMH Ta 3aMPOBAJDKCHHS CHCTEMH peKaniTalizamii Ta pecrpykTypusariii
1pobiieMHHX OaHKIB.

Bozaxouac MM IIJIKOM YCBiZIOMIIIOEMO, 3 SIKKMM TIPOOJIEMaMH PO3BHUTKY Ha
CROTOJIHI CTHKaeThes Ykpaina, 1 roToBi pimyde M [OpoTHAIATH —JUis
3abe3nedenns Kpamoro piBHSA JKUTTS JUIl CBOIX IpoMaiiH. 30Kpema, MH
Ipar{eMo HNOCHIMTH OCHOBHU JUlst OLIBII MIIHOIO Ta CTaJOro €KOHOMIYHOIO
3pocranns. Mu BipuMO, 110 HMPUCKOPEHHSI TEMIIB €KOHOMIYHOIO 3POCTaHHS €
TOJIOBHOIO TIEPEJlyMOBOIO 3MEHINEHHS piBHS OiIHOCTI HACENeHHs, SKHM
3ATHIIAETHCS JOCHTH BHCOKHM Iicis ekoHomiunoi kpusu 2014—2015 poxkis.
ITo-mpyre, MU yCBIIOMIIIOEMO BaXJIMBICTH MiJTPUMaHHS MAaKPOEKOHOMI4HOT i
(ickanpHOl  crabimpHOCcTI  Ta 3a0e3medyeHHs HANEAKHOTO  (iHAHCYBAHHA
jgepxagHoro Oopry. Ilo-tpere, Mu Maemo piliydi HamMipd HOKpamuTH
e()EKTUBHICTE CHCTEMH OXOPOHH 3710pPOB’SI, OCBITH, NeHCilHOTO 3abe3neueHHs
Ta COLIAJILHOT 0IIOMOrH, 30epiraioun (ickaibHy cTabiILHICTE.

Hama MakpoekoHOMIYHa IOJITHKA € CHJIBHOIO 1 MiJKpinjieHa Haliow
pilydicTio 3aiiicHioBaTH pedopMH Ta Mae HAa MeTi Taki Iiii: 3a0e3redeHHs
€KOHOMIMHOr0 3pocTaHHs Ha piBHi 3 BigcoTku y 2019 poui ta 4 BiACOTKH —
y 2020 porii 3a paxyHOK BiJIHOBJICHHS JIOBIPYU 1HBECTOPIB; yTpUMaHHs JeiluTy
O1o/pkeTy Ha piBHI 2,3 BiICOTKA BAJIOBOrO BHYTPIIHLOTO npoaykry y 2019 pori
Ta 3a0€3MEUEHHs TOCTYIOBOIO 3HHIKEHHS JIEPKaBHOrO OOpry; HijirpuMaHHs
IJIABAK0YOr0 BATIOTHOTO KYPCY T4 CHPHSHHS 3POCTAHHIO KCIIOPTY Ta MPAMHX
IHO3EMHHUX IHBECTHIIH JUISl MIATPUMKH 30BHIMIHBOT CTIMKOCTI; CHPHUSHHS
3POCTAHHIO KPEJAWUTYBAHHS IIPHBATHOTO CEKTOPY EKOHOMIKH 3a PaxyHOK
NOKpPAIEHHs YIPaBIiHHA B JICP/KABHHX OaHKaxX Ta 3MCEHINECHHIO KiJTbKOCTI
Henpamowuux Kpeautis, Hamra MakpoexkoHOMiuHa TOJITHKA IiATPUMaHa
HPOEKTOM, MakpoQpiHaHCOBOIO Jomomoroi Bijg Esponeiicskoro Coiozy y
po3mipi 1 mupia. eBpo Ta MaiOyTHROIW 14-MicsuHoio nporpamoro Stand-By
Mizkuapoanoro BamoTHoro (Gouay y cymi 3,9 mupa. monapis CIIA. 19 xoBTHS
2018 p. mu pocsarnu 3rogu 3 M®B mono HOBOi mporpamu criBnpaii Tta
3aCBiMy€MO CBOi HaMipM BHMKOHATH BCi IONEPEAHI 3aX0AW, HEOOXigHi s
yxBanenns 3rajjanoi nporpamu Pajoro Jlupexropie MB® y rpyani 2018 poxy.

Ypsap  VYikpaind Takok pillyye HaJAlITOBAHMH II0J0  IIOAAJBIIOro
BIIPOBA/DKEHHST  CBOET  aMOimiHOT  nporpamu  CTPYKTYpHHX  pedopm.
CepenHbOCTpOKOBHIT cTpaTeriuauit minan jii ypsgy Ha 2017—2020 poxw,
3aTBepkennii KabGinerom MinictpiB y kBitai 2017 p., craBuTh Ha MeTi
3aBJAHHSA “TIABHILICHHS PIBHA JKHTTA Ta SAKOCTI JKATTSA LIJIAXOM CTaJoro
EKOHOMIYHOrO po3BUTKY”. Mu Bijulani pedopmam, sKi € EKOHOMIUHO
OOIpYHTOBaHI, TEXHIYHO JIOCSKHI Ta  pO3poOJieHi Uil JIOCATHEHHS
JIOBIOTPUBAJIOTO NMO3MTHBHOTO e(exry. biojpkerna miarpumka 3 OOKy
MKHAPOAHUX (HIHAHCOBUX THCTUTYIIH 3aJHMINAETHCS Jy/Ke BaXKIUBOIO JUIS HAC
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Ha HUIAXY 30€peiKEHHs IPorpecy B iHCTUTYLIHHUX Ta cHCTEeMHHX peopmax, axi
BIKE PO3MOYATO B YKpaiHi.

Jomnomora CBiTOBOTO GaHKY € HAJ3BUYANHO BAYKIIMBOIO JUIsL YCIIIXy HAIIOL
amOitHOT mnporpamu  pedopm. 3anmpononoBaHa ['apaHTis Ha HIATPUMKY
JiepKaBHOT HONITHKH Y cdepi eKOHOMIYHUX 3pOCTaHHS Ta (ICKAIBHO CTIMKMX
nocnyr pospobieHa 3 METOI0 MiATPUMKH HaMBaXIMBIIIMX 3aXOJiB HALIOrO
HOPSZIKY JEHHOrO pedopM, CHPSIMOBAHUX HA CTBOPEHHS YMOB €KOHOMIMHOIO
3pocTaHHs Ta 3a0e3MeueHHs MakpOeKOHOMiuHOI Ta (ickampHOI criifkocTi.
Kmouosi  pedopmu, miarpumaHi MpoeKTOM, ITOBHHHI JOINOMOTTH —HaM
peanizyBaTH JiBa OCHOBHI HANPSMH HAIIOI HOJITHKH PO3BHTKY: 3MIIIHEHHS
puHKiB (hakTOpiB BUPOOHUIITBA Ta IHCTHTYIH | CIPUSIHHS HAJaHHIO (icKalBEHO
CTIHKHX Ta ePEeKTHBHHX ITOCIYT.

Bumiynenns punxie ¢hakmopie eupobrnuymea ma incmumyyit

Pedopmu y dinancoromy cexropi, y chepi GyHKIIOHYBAHHS PUHKY 3eMIIi
Ta 3anobiraHHsg Kopynmii MaioTe Ha METi MOJAOJAHHS OCHOBHHX CTPYKTYPHHMX
HEPEIKO/l 3 METO0 3aJIyUEeHHsI IHBECTHIIIH Ta 3pocTanHs B iepykasi. Mu pinryue
HaJAIITOBAHI IOKPALIMTH YIPABIIHHA JICPKaBHUMH  OaHkaMH Ta BIKHTH
HEOOXIIHUX 3aX0/iB AU PO3B’sA3aHHs HPOOIEMH HENpPALIOUHX KPEHTIB, 1110
YMOXJIMBHIO § TOCTYINOBE BiIHOBIIGHHS KPEJUTYBAaHHS NPUBATHOTO CEKTOPY.
M#u Takox roToBl IMIABHIIHTH [PO30PICTh Ta 3a0e3MEUUTH 3aXHCT 3eMENLHUX
npae, HEOOXIHUX I CTBOPEHHS NEPeIyMOB Ui MOOYJOBH PHHKY 3eMII
ClIIBCBKOTOCIIOIAPCHKOTO  TIPU3HAYEHHS, 10 IIOBMHHO CTUMYJIOBATH IIPUTIK
IHBECTHIII Ta MiJBUINEHHS OPOAYKTHBHOCTI. Tako Mu pimryde HaJamToBaHi
Ha MOCHJICHHS AHTUKOPYIIIHHUX pedopMm st po3s’sizaHHs pobiieM iHBECTOPIB
3 NIPHBOJIY BiJICYTHOCTI PiBHUX YMOB Ta crpusiius. O4iKyeTbesi, 1O 3 4acoM i
pedopMu  IONOMOXKYTh YKpaiHi IOCHIMTH BIIEBHEHICTH iHBECTOpIB Ta
[EPEOPICHTYBATHCH Bl 3aJIEKHOCTI BiJl €KCHOPTY CHPOBMHHUX TOBapiB 110
301JIBLICHHS €KCIIOPTY TOBApiB 3 BUCOKOIO J0JAHOI BapTICTIO, IHTETPOBAHOTO
JIO  €BpONCHCHKMH Ta MDKHAPOJAHMX BHPOOHHYHX JIAHIOTIB. 3  METOI0
JIOCSTHEHHS TTOCTABJICHUX IIJIEH MM BYKE€ BIKWJIM PsiJi KOHKPETHHX 1 aMOiTHMX
pedopMaTopchKHUX 3aXO0/IiB.

Mu yxBajunu Ta BBeJM B Ai0 3akon Ykpaiuum Bixg 5 smnms 2018 p.
Ne 2491-VIII “IIpo BHeceHHs 3MiH JI0 IESKUX 3aKOHOJABYMX aKkTiB YKpaiHu
OO YAOCKOHAJICHHS QYHKLIOHYBaHH: (piHAHCOBOIO CeKTOpY B YKpaiHi” 1m10/10
YTBOPEHHS HE3AICIKHUX HATLSIOBHX PAj Ta MOCHJICHHS CHCTEM YIpaBITiHH:I
pU3uKaMH Y JepiaBHMX Oankax Ta OaHkax i3 JIEPIKABHOIO YaCTKOIO B
CTATYTHOMY Kamitaui 75 BIJICOTKIB 1 BHILE; CXBAJHIH CTPATEril0 PO3BHTKY
JiepkaBHUX OAHKIB Ta OAHKIB 13 JIEPHKABHOIO YACTKOIO B CTATYTHOMY KariTaii
75 BiACOTKIB 1 BHINE, $KA MICTHTh JIOPOIKHIO KapTy sl TOCTYIOBOTO
Bi/luy)KeHHS. Mwu 30MpaeMocs TOBHOI MIpOI0 3alpoBa/UKYBATH 3aXOJH,
nepenbaveni 3rajanum 3akoHom y 2019 pomi juist 30UIbIIEHHS KiNBKOCTI
HAIJIJIOBUX pajl JiepkaBHUX OaHKIB Ta OaHKIB i3 JIep)KaBHOW YaCTKOIO Y
CTATyTHOMY KamitTaiai 75 BiJICOTKIB i BHILE i3 NPHUHAMMHI JIBOMA TPETHHAMM
He3aJIeKHUX WIeHiB 3 ojuoro y 2016 poui 10 yotupsox y 2019 poui.
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Mu yxBanwid Ta BBeaM B jil0 3akon Yxpainu Bij 7 rpyams 2017 p.
Ne 2245-VIIT “Tlpo Buecennst 3min Jjio IlomarkoBoro kojekcy Ykpainu Tta
JIEIKHX 3aKOHOJABYMX akTiB Ykpainu mojo 3abesnedenns 30aiancoBaHoOCTi
OrojpkerHnx Hagxomkens y 2018 pomi” 3 merorw 3HATTS 25-BiJICOTKOBOTO
IPAHUYHOTO PO3MIPY BHUTpAT HA YTBOPEHHS PE3EPBIB Ta Hajalu po3’sICHEHHS
CTOCOBHO  ONOJATKYBaHHsS  TpaH3akiliid, TOB’S3aHUX  HENPAIOI0OUUMH
KpeJUTaMK; MU TAKOXK YXBAJIWJIHM T4 BBEJM B Jit0 3akoH Ykpaiuu Bij 3 nurus
2018 p. No 2478-VIII “IIpo BHeceHHs 3MiH [0 JEAKHX 3aKOHOAABYMX aKTiB
Vkpainu 110/10 Bi/IHOBJICHHS KPEANTYBaHHS .

Mu  miggummau - mposopicte  y  cepi  peectpamii  3emenb
CLIBCBKOrOCTIOAAPCLKOIO NMPU3HAYEHHS IUISIXOM: IHTerpaiii JaHux KaJacTpy Ta
peecTpy; BUKOHaHHs 3000B’s13aHb CTOCOBHO PEECTPAILii BCIX JEPKABHUX 3eMEh
CIIILCBKOTOCTIONAPCHKOr0  Npu3HadeHHs 1m0 TpyaHs 2020 poky, yXBaJUBIIN
pimennsaM Kabinery Minictpis (mporokon Bixm 22 cepnms 2018 p. Ne31);
BCTAHOBJICHHSI CHCTEMH 1 MOHITOPHHIY YIIPABJIIHHS 3€MEIbHHMH PECypCaMH,
BKJTIOYAIOYH IIHK 32 OPEHJIy Ta NpoAaXx. MU MifITBEp/KYEMO CBOIO TOTOBHICTh
MOBHICTIO  BIPOBAJUTH  3a3HAueH] 3axoju JUI  30UIBIICHHS  KUIBKOCTI
3apEECTPOBAHUX JCPIKaBHUX 3eMelb 3 | mutH. rexrapiB y 2016 poui no 4 muH.
rekrapis y 2019 pori.

Mu yxpanwiu ta BBenM B Ji0 3akon Ykpaiuu Bin 7 ueprus 2018 p.
Ne 2447-VIII “Ilpo Bumuii aHTHKOPYNUIHHMHA Cyx~ 3 METOI0 CTBOPEHH:
CIIeIiaNi3oBaHOr0 BHIOro aHTHKOPYHIIHHOIO Cyly, sIKMH CKIaJaTUMEThCs 3
He3aJIeKHUX CYIIiB, o0paHuX BIJIOBIAHO 10 pexoMeniauiil Benemiancpkol
Komicii. MM HiATBEp/KYEMO CBOIO TOTOBHICTh IiATPUMYBATH peanizauiro miet
pedopmu 111010 pyHKIiOHYBaHHS BUIIOTO0 aHTHKOPYIILIHHOTO CyJly Ta pO3TIIsi
HUM IoHaiMeHne 25 cripas npotsarom 2019 poky.

Crpusins HA0aHHIO (PiCKAIbHO CIMITKUX MA ehekmUSHUX NOCTY2

Pedopmu, 110 BXOJETH 10 JAPYroro mnakera, y cdepi MNeHCiHHOro
3abe3nedeH s,  JKUTIOBO-KOMYHaIBHMX  cyOcuuidl,  3anycky — Pomny
eHEProe(PEKTUBHOCTI T4 OXOPOHH 3JI0pPOB’Sl CHPSMOBAHI Ha  IMiJBHILEHHS
e(eKTUBHOCTI IUX KPUTHYHO BAKIMBUX JIEPIKABHUX MOCIYT Ta 3a0€3IEUEHHS
COLiaIbHUX BHUIUIAT Yy TakuX crocib, mo0 oAHOYaCHO 3MEHIIMTH 3HAYHE
(bickasibHEe HABAHTAXKEHHS HA JEpiKaBHUHA Orojpker. 30KpemMa, MU IUIAHYEMO
NPOJIOBKYBATH 3a0e3nedyBaTd COLIAMbHY CIPABEIIMBICT Y MUTAHHI BHILIAT
HIEHCiH 3a BIKOM IIUIAXOM ITOCHJICHHS CTHMYJIIB JUIS YYacTi y MeHCIHHii cucremi
3a paxyHOK OUIBII MPO30pOro 3B’S3Ky MK BHECKAMH Ta MeHcismMu. Mu
IUIAHYEMO TiJIBUIYBaTH AaJPECHICTh Ta JOCTYIHICTh YydYacTi y Iporpami
cyOcHIif Ha JKUTIOBO-KOMYyHalbHI mociayru. Takoxk Mu 3000B’s3yeMOCh
crBoputn Douj; eneproeexrupHocTi. Mu Maemo Hamip TpaHchOpMYyBaTH
cucreMy (DiHAHCYBAHHS OXOPOHH 3JIOPOB’s. 3 METOI0 peaiizaiii 3a3HaueHux
1iJieit MU ByKe 31IHCHUIN Psiji HEOOXiTHUX 3aXO0/1iB.

Mu yxBamuiu Ta BBenu B Ail0 3akon Ykpaluu Bij 3 axostHs 2017 p.
Ne 2148-VIII “TIpo BHeceHHs 3MiH J0 ACIKHMX 3aKOHOJABYHX akKkTiB YKpaiHu
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OO IHABMILEHHS TEHCINH”, KU NoCHIoe (icKaabHy CTIHKICTh, 3a0e3neuye
COI[iaJIbHY CHPABE/UIMBICTE Yy THTAHHI BHIUIAT IEHCIH 3a BIKOM IIIIXOM
HOCHJICHHS CTUMYJIB IT3HIIIOr0 BUXO/Y Ha IEHCIIO Ta 32 PaXyHOK 301JIbIICHHS
pO3MIpy BHUILIATH 110 BHUXOJY HA MEHCII0, a TakoxK 30epekeHHd PpIBHA
nenciiinoro 3a0e3nedyeHHs [UIIXOM cHcTeMHOT  iHzekcanii. . Mu  Oynemo
BIIPOBA/KYBATH 1F0 pehopmy i 04iKyeMo 30iIbIIeHHs KOeDillieHTy 3aMillleHHs
3 27 BigcorkiB y 2016 pori g0 30 BixcorkiB y 2019 pori, OCKiNbKH MOBUHHI
30eperTd piBeHb BHIATKiB Ha piBHI 10,5 BifcoTka BaJOBOIO BHYTPIlIHBOIO
npoaykry y 2016—2019 pokax.

My [OKpalMIH HporpaMy JKHTJIOBO-KOMYHAIBHHUX CyOCHMAid Humsxom:
Heperssiy COIaIbHUX HOPM Ta mapamerpiB (GOpMYyIH Ta BIPOBA/UKEHHS
JIONATKOBUX ~ MEXaHi3MiB  TepeBipKM MAaiHOBOrO  CTaHy; MOHETH3alil
PO3paxyHKiB 3a JKHTIOBO-KOMYHalBHi cyOcuzii Ha piBHI HOCTauaIbHUKIB
HOCIHYr HUIIXOM yxXBajeHHs nocranoB Kabinery Minictpis Bin 27 KBiTHS
2018 p. Ne 329 rta Bing 8 mucronajga 2017 p. Ne 951. Mu rorosi i najani
HOCHJIIOBATH 3aXOJH 3 METOI0 30UIBIICHHS YACTKH JKHTIOBO-KOMYHAIBHHX
cybcumii, sika oxorunoe Haibignimi 40 BijcoTkiB HaceneHus: 3 46 BiJICOTKIB y
2016 poui 10 50 Bigcorkis y 2019 pori.

Mu yxBamunu CratyT aepixkaBHOi ycraHoBu “@oH]| eHeproe()eKTHBHOCTI”
TAa NPONEAYypH BUKOPUCTAHHSA KOITIB A (ynxuionysanns — Downny
eneproe(eKTUBHOCTI NUIAXOM yxBaieHHs mocranoB Kabinery Minicrpie
VYipaiau Big 20 rpyaas 2017 p. Ne 1099 ta No 1102. Mu naronomryemo Ha
Hallid  TOTOBHOCTI 3a0e3MeunTH 1MOYaTtok (pyHKUioHyBaHHs PoOHAY, 110
nepejoayaTHMe HaJIAHH PECYPCIB IS MoiepHizanii Gyaisens Bxe y 2019 poui.

Mu yxBalwid Ta BBeIW B Ailo 3akon Ykpaiuu Bin 19 xosrhs 2017 p.
No 2168-VIII “Ilpo nepixaBHi (piHaHCOBI rapanTii MeJU4HOro 00CIyroByBaHHs
HaceseHHs” 3 MeToro TpaHchopmalii GpinaHcyBaHHS OXOPOHH 3[10POB s IIIAXOM
(i) mepexojay BiJ cCTAriOHAPHOTO JIKYBaHHs [0 NPOQIiIaKTHIHOT OXOPOHU
3710poB’s;; Ta mepexoay Bijg (iHaHCyBaHHS Ha OCHOBI pPO3paxyHKIB IO
(hinaHcyBaHHs HA OCHOBI pe3yJbTariB; i (ii) 3aMpPOBa/LKEHHS] HOBOI'O MIPO30POr0O
maKera MEAMYHHX TOCIYr. MM IIPOJOBIKYEMO BIPOBAJUKYBATH 3aXOJIH,
CHpsAMOBaHI Ha 30UIBIIEHHS YaCTKH BUTPAT HA MEPBUHHY MEJUUHY JOTIOMOTY 3
12 BincorkiB y 2016 poui 1o 15 BincorkiB y 2019 porii.

MeHi XOTiIocs TaKoK CKOPHCTATHCA HAroJ0I0 3aneBHUTH Bac y nammx
pilydux HamipaX MAOTPUMYBATHUCS TNPHHIMIIB MPO30POCTI Ta IMiA3BITHOCTI Y
cepi ynmpaBliHHS JAepKaBHHMH (iHaHCAMH Ta CIHIBIpali 3 MIKHApPOJHUMH
jponopamu. [IpoTaroM ocTaHHiX POKIB MM YCHINIHO BIPOBaKyBalu pedopmu,
CIpPSMOBaHI ~ HAa  BJIOCKOHAJIEHHS  CEPEAHbOCTPOKOBOIO  OIOIMKETHOrO
MUIAHYBAHHS, THBUINEHHS T[PO30pocTi MixkOIOMKeTHUX TpaHcdepTiB  Ta
TIOKPAILEHHS] CHCTEMHU JIEPYKaBHUX 3aKyMiBesb 1 IHBECTHIIIHHOIO MEHE/UKMEHTY
y JepXKaBHOMY cekropi. MU miaHyeMo 1 Hajani JOTPHMYBATHCS IIPHHIMIIIB
HOBHOT MHiJ3BITHOCTI Ta IPO30POCTi, y TOMY HHCHI IIOJAO BCI€i JOHOPCHKOI
i ITPUMKH.
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Mu TiCHO 1 IUIJHO CHIBIpALIOBAAA 3 HAmIMMK Kojeramu i3 CBiTOBOro
OaHky mij wac po3pobieHHs mporpaMu pedopm, MIATPUMAHOT MPOEKTOM, I
IUIAHYEMO 1 Hajami pasoM KOHTPOJIOBATH BUKOHAHHS mporpaMu pedopm.
ITporsiroM HacTymHOrO pOKY MW HaJalITOBaHI CHOPUSATH CTPYKTYpHIl
Tpancdopmarii kpainu, 3ade3nedyrodn SKiCHHH piBeHb peanizauii peopm s
JOCSATHEHHS 03BYYEHUX LIJICH PO3BHTKY.

3 mosaroio

IIpem’ep Minicrp Yxkpainu Bosoxuvup FTPOMCMAH
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LETTER OF DEVELOPMENT POLICY
[UNOFFICIAL TRANSLATION]

Mr. Jim Kim
President of the World Bank
Washington, DC

Dear Mr. Kim!

On behalf of the Government of Ukraine, I would like to take this opportunity to express our warm
regards and appreciation to the World Bank and to you personally for your support in advancing our
most critical development objectives. Our excellent partnership has helped to move forward a set of
historic reforms supported by the proposed Economic Growth and Fiscally Sustainable Services Policy
Based Guarantee (PBG). We believe that these historic reforms are critical in Ukraine’s efforts to
bolster prospects for economic growth, improve the effectiveness of social services, and strengthen
fiscal sustainability in a challenging economic context.

Ukraine has implemented far-reaching reforms since unprecedented shocks hit the economy in
2014-2015. These reforms have helped stabilize the economy and the financial sector, reduce large
macroeconomic imbalances, and cushion the impact of the shocks on the population. As a result, after
a cumulative 16 percent contraction in 2014-2015, the economy grew by 2.3 percent in 2016, 2.5
percentin 2017, and 3.5 percent in the first half of 2018. The general government deficit was reduced
from 10 percent of GDPin 2014 to 2.3 percent of GDP in 2015-2017. The monetary policy commitment
of the National Bank of Ukraine (NBU) to medium-term price stability has helped to reduce inflation
from a peak of 61 percent in April 2015 to 9 percent in September 2018. The current account deficit
has narrowed from 9.2 percent of GDP in 2013 to 2.1 percent of GDP in 2017 and Ukraine’s
international reserves have strengthened from $13 billion at end-2015 to $17.2 billion (equal to 3
months of imports) in August 2018. The banking sector has been stabilized by strengthening
supervision and putting in place a framework to recapitalize and resolve banks.

At the same time, we are fully aware that we face major development challenges and we are fully
committed to addressing these challenges, in order to deliver better living standards for the Ukrainian
people. Specifically, we are fully committed to strengthening the foundations for stronger and
sustainable economic growth. We believe that accelerating economic growth is central to reducing
poverty and household vulnerability which remain elevated since the economic crisis of 2014-2015.
Second, we are fully committed to safeguarding macroeconomic and fiscal sustainability and
mobilizing adequate resources to meet our financing needs. Third, we are fully committed to
strengthening the effectiveness of health, education, pensions, and social benefits in a fiscally
affordable manner.

Our macroeconomic policy framework is strong and underpinned by our commitment to reforms
to support the following key objectives: (i) achieving economic growth of 3 percent in 2019 and 4
percent in 2020 by bolstering investor confidence; (ii) meeting the fiscal deficit target of 2.3 percent
of GDP in 2019 to gradually reduce public debt; (iii) maintaining a flexible exchange rate and boosting
exports and FDI to support external sustainability; and (iv) facilitating credit growth to the private
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sector by strengthening the governance of state owned banks and reducing nonperforming loans. Our
macroeconomic framework is supported by this proposed PBG, by the Euro 1 billion European Union
Macro-Financial Assistance (MFA), and by the expected 14 month, $3.9 billion IMF Standby
Arrangement (SBA). On October 19, 2018, we reached staff level agreement on the new IMF SBA, and
we are fully committed to completing all prior actions to secure approval of the IMF SBA program in
December 2018.

The Government of Ukraine is also committed to persevering with its ambitious structural reform
agenda. The strategic directions of the Government’s reform agenda are articulated in the Medium-
Term Action Plan for 2017-2020 approved by the Cabinet of Ministers in April 2017, which sets a goal
of “increasing standards of living and quality of life via sustainable economic development”. We are
committed to actions which are economically sound, technically feasible, and are designed to trigger
lasting positive impact. Budget support from international financial institutions is very important to
further reinforce our capacity to effectively deliver on this commitment while at the same time
sustaining the momentum of institutional and systemic reforms that are underway in Ukraine.

Support from the World Bank is critical to the success of our ambitious reform agenda. The
proposed Economic Growth and Fiscally Sustainble Services Policy-Based Guarantee (PBG) is
designed to support key elements of our policy reform agenda to build the foundations for stronger
economic growth and to safeguard macroeconomic and fiscal sustainability. The key policy reforms
supported by the PBG are organized under the following two pillars representing key development
objectives: (i) strengthening factor markets and institutions; and (ii) promoting fiscally sustainable
and effective services.

Strengthening factor markets and institutions

The reforms under this pillar in the financial sector, agricultural land markets, and anticorruption
are intended to tackle major bottlenecks to investment and growth. We are committed to
strengthening the governance of state-owned banks and putting in place measures to enable
resolution of non-performing loans (NPLs) to enable a gradual resumption of lending to the private
sector. We are also committed to strengthening the transparency and security of land rights to create
the conditions to establish agricultural land markets and improve incentives to invest and improve
productivity. We are also committed to deeper anticorruption reforms to address investor demands
to create a level playing field and attract foreign investment. These reforms are expected, over time,
to strengthen investor confidence and help Ukraine shift from a reliance on commodity exports toward
higher value-added exports integrated with European and international production chains. In order
to address these objectives, we have completed the following specific and ambitious reform actions:

We have enacted Law No. 2491-VIII “On Amendments to Certain Legislative Acts of Ukraine on
Improving the Functioning of the Financial Sector in Ukraine” dated July 5, 2018 to establish
independent supervisory boards and strengthen risk management at State Owned Banks (SOBs) and
banks, in which government has over 75 percent share; and we have adopted a strategy for the
development of SOBs and banks, in which government has over 75 percent share, that establishes a
roadmap for gradual divestiture. We are committed to implementing this reform in full in 2019 to
achieve the result of raising the number of SOB and banks, in which government has over 75 percent
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share supervisory boards with at least two-thirds of independent board members from 1 in 2016 to
4 in 20109.

We have enacted Law No. 2245-VIII “On Amendments to the Tax Code of Ukraine and Certain
Legislative Acts of Ukraine on Balancing Budget Revenues in 2018” dated December 7, 2017 to
remove the 25 percent ceiling for provisioning expenses and issued orders on the tax treatment of
transactions involving nonperforming loans; and we have enacted Law No. 2478-VIII “On Amending
Certain Legislative Acts of Ukraine Regarding Resumption of Lending” dated July 3, 2019 to increase
creditors’ rights.

We have strengthened the transparency of agriculture land records by: (i) integrating the
cadaster and the registry data; (ii) approving Cabinet Decision No. 31 dated August 22, 2018 to
commit to the registration of all state agricultural land by December 2020; and (iii) establishing a
land governance monitoring system including rental and sales prices. We are committed to fully
implementing these reform actions, and to achieve the result of increasing the amount of registered
state land from 1 million hectares in 2016 to 4 million hectares in 2019.

We have enacted Law No. 2447-VIII “On the High Anti-Corruption Court”, dated June 7, 2018 to
establish a specialized High Anti-Corruption Court comprised of independent judges selected in line
with the recommendations of the Venice Commission. We are committed to fully supporting
implementation of this reform to achieve the result of establishing the HACC and having at least 25
cases under review in 2019.

Promote fiscally sustainable and effective services

The reforms under this pillar, in the areas of pensions, housing utility subsidies, the energy
efficiency fund, and health are intended to strengthen the effectiveness of critical public services and
social benefits in Ukraine, while addressing major fiscal expenditure pressures from these areas.
Specifically, we are committed to enhancing the adequacy and sustainability of old age pension
benefits by strengthening incentives to contribute and better linking contributions to benefits. Second,
we are committed to improving the targeting and affordability of the Housing Utility Subsidy (HUS)
program. Third, we are committed to establishing the Energy Efficiency Fund (EEF). Fourth, we are
committed to transforming the financing of health care. In order to address these objectives, we have
completed the following specific and ambitious reform actions:

We have enacted Law No. 2148-VIII “On Amendments to Certain Legislative Acts of Ukraine on
Increase of Pensions” dated October 3, 2017 to improve fiscal sustainability, adequacy of old age
benefits, and incentives to contribute by providing incentives to retire later in exchange for higher
benefits and preserving the value of benefits over time through systematic indexation. We are
committed to implementing this reform with a view toward achieving the result of raising the
average old age pension replacement rate from 27 percent in 2016 to 30 percent in 2019 and
keeping pension expenditures stable at about 10.5 percent of GDP from 2016 to 2019.

We have improved the Housing Utility Subsidy (HUS) program by: (i) revising social norms and
parameters of the formula and introducing additional means-testing mechanisms; and (ii)
monetizing the HUS settlement at the level of gas and heating utilities, as evidenced by Cabinet
Resolution No. 329 dated April 27, 2018 and Cabinet Resolution No. 951 dated November 8, 2017.
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We are committed to implementing this reform with a view to raising the share of HUS going to the
bottom 40 percent of the population from 46 percent in 2016 to 50 percent in 2019.

We have adopted the charter of the Energy Efficiency Fund (EEF), including procedures for
using budget funds for the operation of the EEF, as evidenced by Cabinet Resolutions No. 1099 and
No. 1102 dated December 20, 2017. We are committed to implementing this reform, with a view
toward the EEF becoming operational and initiating the provision of resources for building retrofits
in 20109.

We have enacted Law No. 2168-VIII “On Public Financial Guarantees of Health Care for the
Population” dated October 19, 2017 to transform the financing of health care by: (i) shifting from in-
patient curative to preventive health care and from input-based to output-based financing; and (ii)
putting in place a new transparent health benefit package. We are committed to implementing this
reform with a view toward raising the share of health spending on primary care from 12 percent in
2016 to 15 percent by 2019.

[ wish to take this opportunity to assure you of our strong commitment to the principles of
accountability and transparency in the context of public finance management and donor coordination.
In recent years, we have successfully implemented reforms aimed at improving multi-year budgeting,
revamping intergovernmental transfers, and strengthening public procurement and public
investment management systems. We remain strongly committed to applying these principles of full
accountability and transparency, including in relation to all donor support.

We have worked closely and productively with our World Bank colleagues in designing the
reform program supported by the PBG and we are committed to working closely to monitor
implementing of this reform program. In the year ahead, we are committed to maintaining the reform
momentum, while ensuring both the quality and the intended impact of these reforms.

Sincerely,

Volodymyr Hroysman
Prime Minister of Ukraine
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ANNEX IV. IMF RELATIONS ANNEX

The IMF Assessment Letter dated November 21, 2018 is appended below. The presentation of the SBA
program to the IMF Board is expected in December.

Ukraine—Assessment Letter for the World Bank
November 21, 2018

1. With strong support from the international community—including an IMF-supported
arrangement under the 2015 Extended Fund Facility (EFF)—Ukraine has been able to make
considerable progress in stabilizing the economy since the deep economic crisis of 2014-15, by
beginning to address key macroeconomic imbalances and advancing structural reforms. Notably,
a drastic fiscal consolidation and the adoption of a flexible exchange rate regime have led to a
sharp reduction in Ukraine’s twin deficits. The overall fiscal deficit—including the energy sector’s
quasi-fiscal deficit—which had swelled to 10 percent of GDP in 2014, declined to just above 2
percent of GDP last year, supported by prudent fiscal policies and substantial increases in energy
tariffs in 2015 and 2016. Similarly, the current account deficit fell sharply from over 9 percent of
GDP in 2013 to 2 percent of GDP last year. International reserves tripled and stood at US$18
billion by mid-November 2018.

2. In addition, some important reforms were advanced during this period. The NBU’s
independence and governance were strengthened significantly, the rehabilitation of the banking
system was advanced, pension reforms were enacted, and progress was made in setting up new,
independent anticorruption institutions. However, after an initial spurt, the reform momentum had
slowed more recently, and some key reforms remain incomplete, leaving an ineffective tax and
customs administration, a difficult business environment, and a largely inefficient state-owned
enterprise sector. The gas and land markets remain largely closed to competition.

3. Although the economic recovery is expected to continue, these challenges weigh on the
outlook. Growth reached 2% percent in 2017 and is expected to reach 3’2 percent this year, on the
back of strong domestic demand. In the absence of deeper reforms, however, growth is expected
to remain constrained to about 3 percent annually, below the growth rates expected by most
CESEE countries. An acceleration in reforms would be necessary to strengthen the recovery and
for Ukraine to catch up to the income level seen in its regional peers.

4. The Ukrainian authorities have requested a new 14-month Stand-By Arrangement (SBA)
with access of SDR 2.8 billion (equivalent to US$3.9 billion), to provide an anchor for their
economic policies during 2019—an electoral year—and against an unsettled external environment.
IMF staff and the Ukrainian authorities reached agreement on economic policies for the new SBA
in October.

5. The new SBA will build on progress made under the EFF arrangement in reducing macro-
economic vulnerabilities. It will focus particularly on preserving macro-economic stability.
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Specifically, policies will aim at: (i) continuing the ongoing fiscal consolidation to keep public
debt on a downward path; (ii) further reducing inflation to within the central bank’s 5+1 percent
target range, while maintaining a flexible exchange rate regime; (iii) strengthening the banking
system, promoting asset recovery, and reviving bank lending; and (iv) advancing a limited set of
structural reforms, particularly to improve energy sector finances, revenue administration, and
governance.

6. Based on these policies, public debt is expected to decline further to more sustainable
levels. On the back of strong fiscal discipline and a more stable economic environment, public
debt is set to decline from its peak of 85 percent of GDP in 2014 to below 70 percent by the end
of 2018 and is projected to decline further to 64 percent by end-2019. While the large debt service
payments continue to be a source of vulnerability, the full implementation of the program will help
unlock official and private financing. Recently, Ukraine raised US$2 billion in the capital markets,
despite the elevated volatility in financial markets.

7. With a policy mix of appropriately tight fiscal and monetary policies and with prospective
financing, including from other IFIs and capital markets, the proposed level of access would be
adequate to help Ukraine meet its sizable financing needs, while maintaining international reserves
at a level equivalent to three months of imports. The EU has approved a new Macro Financial
Assistance program (€1 billion), and a new World Bank Policy-Based Guarantee of US$1 billion
currently under consideration would support reforms and strong policy implementation.

8. The IMF staff level agreement is still subject to approval by the IMF Executive Board.
Board consideration is expected later in the year, once parliamentary approval of a government
budget for 2019 consistent with IMF staff recommendations has been secured and household gas
and heating tariffs have been raised to reflect market developments, while continuing to protect
low-income households. Preparations for both actions are well under way. Downside risks to the
new program are large including the risk of policy slippages, as the pressure for populist policies
could rise ahead of the elections. The conflict in the eastern part of the country, although fighting
has eased, also remains a key vulnerability. The authorities’ steadfast and effective implementation
will be critical for the program to fully achieve its objectives. Deeper structural reforms would
need to resume after the election period if Ukraine is to achieve the stronger growth it needs to
catch up with its peers.
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IMF PRESS RELEASE NO. 18/392

IMF and Ukrainian Authorities Reach Staff Level Agreement on a New Stand-By
Arrangement
October 19, 2018

The International Monetary Fund (IMF) staff and the Ukrainian authorities have reached
agreement on economic policies for a new 14-month Stand-By Arrangement (SBA). The
new SBA will replace the arrangement under the Extended Fund Facility (EFF), approved
in March 2015 (see Press Release No 15/107) and set to expire in March 2019.

The new SBA, with a requested access of SDR 2.8 billion (equivalent to US$3.9 billion),
will provide an anchor for the authorities’ economic policies during 2019. Building on
progress made under the EFF arrangement in reducing macro-economic vulnerabilities,
it will focus in particular on continuing with fiscal consolidation and reducing inflation, as
well as reforms to strengthen tax administration, the financial sector and the energy
sector.

The agreement reached today reflects the IMF’s commitment to continue to help Ukraine
achieve stronger, sustainable, and inclusive economic growth. The new program has
been developed in close coordination with the World Bank and the European Union, who
have parallel operations to support Ukraine. The authorities’ steadfast and effective
implementation will be critical for the program to achieve its objectives.

The agreement is subject to IMF management approval and approval by the IMF
Executive Board. Board consideration is expected later in the year following parliamentary
approval of a government budget for 2019 consistent with IMF staff recommendations
and an increase in household gas and heating tariffs to reflect market developments while
continuing to protect low-income households.
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ANNEX IV. ENVIRONMENT AND POVERTY/SOCIAL ANALYSIS TABLE

Prior actions Significant positive or negative Significant poverty, social, or
environmental effects distributional effects positive or negative
(yes/no/to be determined) (yes/no/to be determined)

Pillar 1: Strengthen factor markets and institutions

Prior action 1 No No

SOB

Prior action 2 No No

NPLs

Prior action 3 Yes, positive Yes, positive
Land markets

Prior action 4 No No

A/C Court

Pillar 2: Promote fiscally sustainable and effective services

Prior action S No Yes, positive

Pensions

Prior action 6 Yes, positive Yes, positive

HUS

Prior action 7 Yes, positive Yes, positive

EEF

Prior action 8 No Yes, likely positive (tbc)
Health
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